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INVESTMENT IN HUMAN CAPITAL* 


By THEopoRE W. SCHULTZ 


Although it is obvious that people acquire useful skills and knowl- 
edge, it is not obvious that these skills and knowledge are a form of 
capital, that this capital is in substantial part a product of deliberate 
investment, that it has grown in Western societies at a much faster rate 
than conventional (nonhuman) capital, and that its growth may well be 
the most distinctive feature of the economic system. It has been widely 
observed that increases in national output have been large compared 
with the increases of land, man-hours, and physical reproducible capi- 
tal. Investment in human capital is probably the major explanation for 
this difference. 

Much of what we call consumption constitutes investment in hu- 
man capital. Direct expenditures on education, health, and internal 
migration to take advantage of better job opportunities are clear exam- 
ples. Earnings foregone by mature students attending school and by 
workers acquiring on-the-job training are equally clear examples. Yet 
nowhere do these enter into our national accounts. The use of leisure 
time to improve skills and knowledge is widespread and it too is un- 
recorded. In these and similar ways the quality of human effort can be 
greatly improved and its productivity enhanced. I shall contend that 
such investment in human capital accounts for most of the impressive 
rise in the real earnings per worker. 

I shall comment, first, on the reasons why economists have shied away 
from the explicit analysis of investment in human capital, and then, on 
the capacity of such investment to explain many a puzzle about eco- 
nomic growth. Mainly, however, I shall concentrate on the scope and 
substance of human capital and its formation. In closing I shall con- 
sider some social and policy implications. 

* Presidential Address delivered at the Seventy-Third Annual Meeting of the American 
Economic Association, Saint Louis, December 28, 1960. The author is indebted to his col- 


leagues Milton Friedman, for his very helpful suggestions to gain clarity and cogency, and 
Harry G. Johnson for pointing out a number of ambiguities. 
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I. Shying Away from Investment in Man 


Economists have long known that people are an important part of the 
wealth of nations. Measured by what labor contributes to output, the 
productive capacity of human beings is now vastiy larger than all other 
forms of wealth taken together. What economists have not stressed is 
the simple truth that people invest in themselves and that these invest- 
ments are very large. Although economists are seldom timid in entering 
on abstract analysis and are often proud of being impractical, they 
have not been bold in coming to grips with this form of investment. 
Whenever they come even close, they proceed gingerly as if they were 
stepping into deep water. No doubt there are reasons for being wary. 
Deep-seated moral and philosophical issues are ever present. Free men 
are first and foremost the end to be served by economic endeavor; they 
are not property or marketable assets. And not least, it has been all too 
convenient in marginal productivity analysis to treat labor as if it were 
a unique bundle of innate abilities that are wholly free of capital. 

The mere thought of investment in human beings is offensive ‘o some 
among us.’ Our values and beliefs inhibit us from looking upon human 
beings as capital goods, except in slavery, and this we abhor. We are 
not unaffected by the long struggle to rid society of indentured service 
and to evolve political and legal institutions to keep men free from 
bondage. These are achievements that we prize highly. Hence, to treat 
human beings as wealth that can be augmented by investment runs 
counter to deeply held values. It seems to reduce man once again to a 
mere material component, to something akin to property. And for man 
to look upon himself as a capital good, even if it did not impair his 
freedom, may seem to debase him. No less a person than J. S. Mill at 
one time insisted that the people of a country should not be looked 
upon as wealth because wealth existed only for the sake of people [15]. 
But surely Mill was wrong; there is nothing in the concept of human 
wealth contrary to his idea that it exists only for the advantage of 
people. By investing in themselves, people can enlarge the range of 
choice available to them. It is one way free men can enhance their wel- 
fare. 

Among the few who have looked upon human beings as capital, there 
are three distinguished names. The philosopher-economist Adam Smith 
boldly included all of the acquired and useful abilities of all of the 
inhabitants of a country as a part of capital. So did H. von Thiinen, 
who then went on to argue that the concept of capital applied to man 
did not degrade him or impair his freedom and dignity, but on the 
contrary that the failure to apply the concept was especially pernicious 
in wars; “. . . for here . . . one will sacrifice in a battle a hundred 


* This paragraph draws on the introduction to my Teller Lecture [16]. 
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human beings in the prime of their lives without a thought in order to 
save one gun.” The reason is that, “. . . the purchase of a cannon causes 
an outlay of public funds, whereas human beings are to be had for 
nothing by means of a mere conscription decree” [20]. Irving Fisher 
also clearly and cogently presented an all-inclusive concept of capital 
[6]. Yet the main stream of thought has held that it is neither ap- 
propriate nor practical to apply the concept of capital to human beings. 
Marshall [11], whose great prestige goes far to explain why this view 
was accepted, held that while human beings are incontestably capital 
from an abstract and mathematical point of view, it would be out 
of touch with the market place to treat them as capital in practical 
analyses. Investment in human beings has accordingly seldom been 
incorporated in the formal core of economics, even though many 
economists, including Marshall, have seen its relevance at one point or 
another in what they have written. 

The failure to treat human resources explicitly as a form of capital, 
as a produced means of production, as the product of investment, has 
fostered the retention of the classical notion of labor as a capacity to 
do manual work requiring little knowledge and skill, a capacity with 
which, according to this notion, laborers are endowed about equally. 
This notion of labor was wrong in the classical period and it is patently 
wrong now. Counting individuals who can and want to work and treat- 
ing such a count as a measure of the quantity of an economic factor is 
no more meaningful than it would be to count the number of all manner 
of machines to determine their economic importance either as a stock 
of capital or as a flow of productive services. 

Laborers have become capitalists not from a diffusion of the owner- 
ship of corporation stocks, as folklore would have it, but from the ac- 
quisition of knowledge and skill that have economic value [9]. This 
knowledge and skill are in great part the product of investment and, 
combined with other human investment, predominantly account for the 
productive superiority of the technically advanced countries. To omit 
them in studying economic growth is like trying to explain Soviet ide- 
ology without Marx. 


II. Economic Growth from Human Capital 


Many paradoxes and puzzles about our dynamic, growing economy 
can be resolved once human investment is taken into account. Let me 
begin by sketching some that are minor though not trivial. 

When farm people take nonfarm jobs they earn substantially less 
than industrial workers of the same race, age, and sex. Similarly non- 
white urban males earn much less than white males even after allow- 
ance is made for the effects of differences in unemployment, age, city 
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size and region [21]. Because these differentials in earnings correspond 
closely to corresponding differentials in education, they strongly sug- 
gest that the one is a consequence of the other. Negroes who operate 
farms, whether as tenants or as owners, earn much less than whites on 
comparable farms.’ Fortunately, crops and livestock are not vulnerable 
to the blight of discrimination. The large differences in earnings seem 
rather to reflect mainly the differences in health and education. Workers 
in the South on the average earn appreciably less than in the North 
or West and they also have on the average less education. Most migra- 
tory farm workers earn very little indeed by comparison with other 
workers. Many of them have virtually no schooling, are in poor health, 
are unskilled, and have little ability to do useful work. To urge that 
the differences in the amount of human investment may explain these 
differences in earnings seems elementary. Of more recent vintage are 
observations showing younger workers at a competitive advantage; for 
example, young men entering the labor force are said to have an ad- 
vantage over unemployed older workers in obtaining satisfactory jobs. 
Most of these young people possess twelve years of school, most of the 
older workers six years or less. The observed advantage of these younger 
workers may therefore result not from inflexibilities in social security or 
in retirement programs, or from sociological preference of employers, 
but from real differences in productivity connected with one form of hu- 
man investment, i.e., education. And yet another example, the curve re- 
lating income to age tends to be steeper for skilled than for unskilled 
persons. Investment in on-the-job training seems a likely explanation, 
as I shall note later. 

Economic growth requires much internal migration of workers to ad- 
just to changing job opportunities [10]. Young men and women move 
more readily than older workers. Surely this makes economic sense 
when one recognizes that the costs of such migration are a form of 
human investment. Young people have more years ahead of them than 
older workers during which they can realize on such an investment. 
Hence it takes less of a wage differential to make it economically ad- 
vantageous for them to move, or, to put it differently, young people can 
expect a higher return on their investment in migration than older 
people. This differential may explain selective migration without requir- 
ing an appeal to sociological differences between young and old people. 

The examples so far given are for investment in human beings that 
yield a return over a long period. This is true equally of investment in 
education, training, and migration of young people. Not all investments 
in human beings are of this kind; some are more nearly akin to current 
inputs as for example expenditures on food and shelter in some coun- 


* Based on unpublished preliminary results obtained by Joseph Willett in his Ph.D. 
research at the University of Chicago. 
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tries where work is mainly the application of brute human force, 
calling for energy and stamina, and. where the intake of food is far 
from enough to do a full day’s work. On the “hungry” steppes and in 
the teeming valleys of Asia, millions of adult males have so meager a 
diet that they cannot do more than a few hours of hard work. To call 
them underemployed does not seem pertinent. Under such circum- 
stances it is certainly meaningful to treat food partly as consumption 
and partly as a current “producer good,” as some Indian economists 
have done [3]. Let us not forget that Western economists during the 
early decades of industrialization and even in the time of Marshall and 
Pigou often connected additional food for workers with increases in 
labor productivity. 

Let me now pass on to three major perplexing questions closely con- 
nected with the riddle of economic growth. First, consider the long- 
period behavior of the capital-income ratio. We were taught that a coun- 
try which amassed more reproducible capital relative to its land and 
labor would employ such capital in greater “depth” because of its grow- 
ing abundance and cheapness. But apparently this is not what happens. 
On the contrary, the estimates now available show that less of such 
capital tends to be employed relative to income as economic growth pro- 
ceeds. Are we to infer that the ratio of capital to income has no relevance 
in explaining either poverty or opulence? Or that a rise of this ratio is 
not a prerequisite to economic growth? These questions raise funda- 
mental issues bearing on motives and preferences for holding wealth 
as well as on the motives for particular investments and the stock of 
capital thereby accumulated. For my purpose all that needs to be said 
is that these estimates of capital-income ratios refer to only a part of 
all capital. They exclude in particular, and most unfortunately, any 
human capital. Yet human capital has surely been increasing at a rate 
substantially greater than reproducible (nonhuman) capital. We can- 
not, therefore, infer from these estimates that the stock of all capital 
has been decreasing relative to income. On the contrary, if we accept the 
not implausible assumption that the motives and preferences of people, 
the technical opportunities open to them, and the uncertainty associated 
with economic growth during particular periods were leading people to 
maintain roughly a constant ratio between all capital and income, the 
decline in the estimated capital-income ratio® is simply a signal that 
human capital has been increasing relatively not only to conventional 
capital but also to income. 


The bumper crop of estimates that show national income increas- 


*I leave aside here the difficulties inherent in identifying and measuring both the non- 
human capital and the income entering into estimates of this ratio. There are index number 
and aggregation problems aplenty, and not all improvements in the quality of this capital 
have been accounted for, as I shall note later. 


6 THE AMERICAN ECONOMIC REVIEW 


ing faster than national resources raises a second and not unrelated 
puzzle. The income of the United States has been increasing at a much 
higher rate than the combined amount of land, man-hours worked and 
the stock of reproducible capital used to produce the income. More-: 
over, the discrepancy between the two rates has become larger from 
one business cycle to the next during recent decades [5]. To call this 
discrepancy a measure of “resource productivity” gives a name to our 
ignorance but does not dispel it. If we accept these estimates, the con- 
nections between national resources and national income have become 
loose and tenuous over time. Unless this discrepancy can be resolved, 
received theory of production applied to inputs and outputs as cur- 
rently measured is a toy and not a tool for studying economic growth. 

Two sets of forces probably account for the discrepancy, if we 
neglect entirely the index number and aggregation problems that be- 
devil all estimates of such global aggregates as total output and total 
input, One is returns to scale; the second, the large improvements in 
the quality of inputs that have occurred but have been omitted from 
the input estimates. Our economy has undoubtedly been experiencing 
increasing returns to scale at some points offset by decreasing returns 
at others. If we can succeed in identifying and measuring the net gains, 
they may turn out to have been substantial. The improvements in the 
quality of inputs that have not been adequately allowed for are no 
doubt partly in material (nonhuman) capital. My own conception, 
however, is that both this defect and the omission of economies of 
scale are minor sources of discrepancy between the rates af growth 
of inputs and outputs compared to the improvements in human capac- 
ity that have been omitted. 

A small step takes us from these two puzzles raised by existing esti- 
mates to a third which brings us to the heart of the matter, namely the 
essentially unexplained large increase in real earnings of workers. Can 
this be a windfall? Or a quasirent pending the adjustment in the supply 
of labor? Or, a pure rent reflecting the fixed amount of labor? It seems 
far more reasonable that it represents rather a return to the investment 
that has been made in human beings. The observed growth in pro- 
ductivity per unit of labor is simply a consequence of holding the unit 
of labor constant over time although in fact this unit of labor has been 
increasing as a result of a steadily growing amount of human capital 
per worker. As T read our record, the human capital component has be- 
come very large as a.consequence of human investment. ' 

Another aspect of the same basic question, which admits of the same 
resolution, is the rapid postwar recovery of countries that had suffered 
severe destruction of plant and equipment during the war. The toll 
from bombing was all too visible in the factories laid flat, the railroad 


| 
1 
4 
i 


SCHULTZ; INVESTMENT IN HUMAN CAPITAL 7 


yards, bridges, and harbors wrecked, and the cities in ruin, Structures, 
equipment and inventories were all heaps of rubble. Not so visible, yet 
large, was the toll from the wartime depletion of the physical plant 
that escaped destruction by bombs. Economists were called upon to 
assess the implications of these wartime losses for recovery. In retro- 
spect, it is clear that they overestimated the prospective retarding 
effects of these losses. Having had a small hand in this effort, I have 
had a special reason for looking back and wondering why the judg- 
ments that we formed soon after the war proved to be so far from the 
mark. The explanation that now is clear is that we gave altogether too 
much weight to nonhuman capital in making these assessments. We fell 
into this error, I am convinced, because we did not have a concept of all 
capital and, therefore, failed to take account of human capital and 
the important part that it plays in production in a modern economy. 

Let me close this section with a comment on poor countries, for 
which there are virtually no solid estimates, I have been impressed by 
repeatedly expressed judgments, especially by those who have a re- 
sponsibility in making capital available to poor countries, about the 
low rate at which these countries can absorb additional capital. New 
capital from outside can be put to good use, it is said, only when it 
is added “slowly and gradually.” But this experience is at variance 
with the widely held impression that countries are poor fundamentally 
because they are starved for capital and that additional capital is truly 
the key to their more rapid economic growth. The reconciliation is 
again, I believe, to be found in emphasis on particular forms of capital. 
The new capital available to these countries from outside as a rule 
goes into the formation of structures, equipment and sometimes also 
into inventories. But it is generally not available for additional invest- 
ment in man. Consequently, human capabilities do not stay abreast of 
physical capital, and they do become limiting factors in economic 
growth. It should come as no surprise, therefore, that the absorption 
rate of capital to augment only particular nonhuman resources is 
necessarily low. The Horvat [8] formulation of the optimum rate of 
investment which treats knowledge and skill as a critical investment 
variable in determining the rate of economic growth is both relevant 
and important. 


III. Scope and Substance of These Investments 


What are human investments? Can they be distinguished from con- 
sumption? Is it at all feasible to identify and measure them? What do 
they contribute to income? Granted that they seem amorphous com- 
pared to brick and mortar, and hard to get at compared to the in- 
vestment accounts of corporations, they assuredly are not a fragment; 


| 
i} 

> 

> 


8 THE AMERICAN ECONOMIC REVIEW 


they are rather like the contents of Pandora’s box, full of difficulties 
and hope. 

Human resources obviously have both quantitative and qualitative 
dimensions, The number of people, the proportion who enter upon use- 
ful work, and hours worked are essentially quantitative characteristics. 
To make my task tolerably manageable, I shall neglect these and con- 
sider only such quality components as skill, knowledge, and similar 
attributes that affect particular human capabilities to do productive 
work. In so far as expenditures to enhance such capabilities also in- 
crease the value productivity of human effort (labor), they will yield 
a positive rate of return.‘ 

How can we estimate the magnitude of human investment? The 
practice followed in connection with physical capital goods is to esti- 
mate the magnitude of capital formation by expenditures made to pro- 
duce the capital goods. This practice would suffice also for the forma- 
tion of human capital. However, for human capital there is an additional 
problem that is less pressing for physical capital goods: how to distin- 
guish between expenditures for consumption and for investment. This 
distinction bristles with both conceptual and practical difficulties. We 
can think of three classes of expenditures: expenditures that satisfy 
consumer preferences and in no way enhance the capabilities under 
discussion—these represent pure consumption; expenditures that en- 
hance capabilities and do not satisfy any preferences underlying con- 
sumption—these represent pure investment; and expenditures that 
have both effects. Most relevant activities clearly are in the third class, 
partly consumption and partly investment, which is why the task of 
identifying each component is so formidable and why the measurement 
of capital formation by expenditures is less useful for human invest- 
ment than for investment in physical goods. In principle there is an 
alternative method for estimating human investment, namely by its 
yield rather than by its cost. While any capability produced by human 
investment becomes a part of the human agent and hence cannot be 
sold; it is nevertheless “in touch with the market place” by affecting 
the wages and salaries the human agent can earn. The resulting in- 
crease in earnings is the yield on the investment.° 

Despite the difficulty of exact measurement at this stage of our 
understanding of human investment, many insights can be gained by 
examining some of the more important activities that improve human 

“Even so, our observed return can be either negative, zero or positive because our 


observations are drawn from a world where there is uncertainty and imperfect knowledge 
and where there are windfall gains and losses and mistakes aplenty. 
*In principle, the value of the investment can be determined by discounting the addi- 


tional future earnings it yields just as the value of a physical capital good can be deter- 
mined by discounting its income stream. 
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capabilities. 1 shall concentrate on five major categories: (1) health 
facilities and services, broadly conceived to include all expenditures 
that affect the life expectancy, strength and stamina, and the vigor 
and vitality of a people; (2) on-the-job training, including old-style 
apprenticeship organized by firms; (3) formally organized education 
at the elementary, secondary, and higher levels; (4) study programs 
for adults that are not organized by firms, including extension pro- 
grams notably in agriculture; (5) migration of individuals and families 
to adjust to changing job opportunities. Except for education, not 
much is known about these activities that is germane here, I shall re- 
frain from commenting on study programs for adults, although in agri- 
culture the extension services of the several states play an important 
role in transmitting new knowledge and in developing skills of farmers 
[17]. Nor shall I elaborate further on internal migration related to eco- 
nomic growth. 

Health activities have both quantity and quality implications. Such 
speculations as economists have engaged in about the effects of im- 
provements in health,® has been predominantly in connection with 
population growth, which is to say with quantity. But surely health 
measures also enhance the quality of human resources. So also may ad- 
ditional food and better shelter, especially in underdeveloped countries. 

The change in the role of food as people become richer sheds light 
on one of the conceptual problems already referred to. I have pointed 
out that extra food in some poor countries has the attribute of a “pro- 
ducer good.” This attribute of food, however, diminishes as the con- 
sumption of food rises, and there comes a point at which any further 
increase in food becomes pure consumption.’ Clothing, housing and 
perhaps medical services may be similar. 

My comment about on-the-job training will consist of a conjecture 
on the amount of such training, a note on the decline of apprenticeship, 
and then a useful economic theorem on who bears the costs of such 
training. Surprisingly little is known about on-the-job training in 
modern industry. About all that can be said is that the expansion of 
education has not eliminated it. It seems likely, however, that some 
of the training formerly undertaken by firms has been discontinued 
and other training programs have been instituted to adjust both to the 

* Health economics is in its infancy; there are two medical journals with “economics” in 
their titles, two bureaus for economic research in private associations (one in the American 
Medical and the other in the American Dental Association), and not a few studies and 
papers by outside scholars. Selma Mushkin’s survey is very useful with its pertinent eco- 


nomic insights, though she may have underestimated somewhat the influence of the 
economic behavior of people in striving for health [14]. 

‘For instance, the income elasticity of the demand for food continues to be positive 
even after the point is reached where additional food no longer has the attribute of a 
“producer good.” 
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rise in the education of workers and to changes in the demands for new 
skills. The amount invested annually in such training can only be a 
guess, H, F, Clark places it near to equal to the amount spent on formal 
education,® Even if it were only one-half as large, it would represent 
currently an annual gross investment of about $15 billion, Elsewhere, 
too, it is thought to be important, For example, some observers have 
been impressed by the amount of such training under way in plants in 
the Soviet Union.” Meanwhile, apprenticeship has all but disappeared, 
partly because it is now inefficient and partly because schools now per- 
form many of its functions, Its disappearance has been hastened no 
doubt by the difliculty of enforcing apprenticeship agreements, Legally 
they have come to smack of indentured service. The underlying eco- 
nomic factors and behavior are clear enough. The apprentice is prepared 
to serve during the initial period when his productivity is less than the 
cost of his keep and of his training. Later, however, unless he is legally 
restrained, he will seek other employment when his productivity begins 
to exceed the cost of keep and training, which is the period during which 
a master would expect to recoup on his earlier outlay. 

To study on-the-job training Gary Becker [1] advances the theorem 
that in competitive markets employees pay all the costs of their training 
and none of these costs are ultimately borne by the firm. Becker points 
out several implications. The notion that expenditures on training by a 
firm generate external economies for other firms is not consistent with 
this theorem, The theorem also indicates one force favoring the transfer 
from on-the-job training to attending school. Since on-the-job training 
reduces the net earnings of workers at the beginning and raises them 
later on, this theorem also provides an explanation for the “steeper 
slope of the curve relating income to age,” for skilled than unskilled 
workers, referred to earlier."® What all this adds up to is that the stage 
is set to undertake meaningful economic studies of on-the-job training. 

Happily we reach firmer ground in regard to education. Investment 
in education has risen at a rapid rate and by itself may well account for 
a substantial part of the otherwise unexplained rise in earnings. I shall 
do no more than summarize some preliminary results about the total 
costs of education including income foregone by students, the apparent 
relation of these costs to consumer income and to alternative invest- 

* Based on comments made by Harold F. Clark at the Merrill Center for Economics, 
summer 1959; also, see [4] 


* Based on observations made by a team of U. S. economists of which I was a member, 
see Saturday Rev., Jan. 21, 1961. 

* Becker has also noted still another implication arising out of the fact that the income 
and capital investment aspects of on-the-job training are tied together, which gives rise 
to “permanent” and “transitory” income effects that may have substantial explanatory 
value 
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ments, the rise of the stock of education in the labor force, returns to 
education, and the contribution that the increase in the stock of educa- 
tion may have made to earnings and to national income. 

It is not difficult to estimate the conventional costs of education con- 
sisting of the costs of the services of teachers, librarians, administrators, 
of maintaining and operating the educational plant, and interest on the 
capital embodied in the educational plant. It is far more difficult to esti- 
mate another component of total cost, the income foregone by students. 
Yet this component should be included and it is far from negligible. In 
the United States, for example, well over half of the costs of higher edu- 
cation consists of income foregone by students. As early as 1900, this 
income foregone accounted for about one-fourth of the total costs of 
elementary, secondary and higher education. By 1956, it represented 
over two-fifths of all costs. The rising significance of foregone income 
has been a major factor in the marked upward trend in the total real 
costs of education which, measured in current prices, increased from 
$400 million in 1900 to $28.7 billion in 1956 [18]. The percentage rise in 
educational costs was about three and a half times as large as in con- 
sumer income, which would imply a high income elasticity of the demand 
for education, if education were regarded as pure consumption,’' Educa- 
tional costs also rose about three and a half times as rapidly as did the 
gross formation of physical capital in dollars. If we were to treat educa- 
tion as pure investment this result would suggest that the returns to 
education were relatively more attractive than those to nonhuman 
capital."" 

Much schooling is acquired by persons who are not treated as in- 
come earners in most economic analysis, particularly, of course, 
women, To analyze the effect of growth in schooling on earnings, it is 
therefore necessary to distinguish between the stock of education in 
the population and the amount in the labor force. Years of school com- 
pleted are far from satisfactory as a measure because of the marked 
increases that have taken place in the number of days of school attend- 
ance of enrolled students and because much more of the education of 
workers consists of high school and higher education than formerly. 
My preliminary estimates suggest that the stock of education in the 
labor force rose about eight and a half times between 1900 and 1956, 
whereas the stock of reproducible capital rose four and a half times, 
both in 1956 prices. These estimates are, of course, subject to many 

"Had other things stayed constant this suggests an income elasticity of 3.5, Among the 
things that did change, the prices of educational services rose relative to other consumer 
prices, perhaps offset in part by improvements in the quality of educational services. 

"This of course assumes among other things that the relationship between gross and 


net have not changed or have changed in the same proportion. [stimates are from my 
essay, “Education and Economic Growth” [19]. 
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qualifications."’ Nevertheless, both the magnitude and the rate of in- 
crease of this form of human capital have been such that they could be 
an important key to the riddle of economic growth."* 

The exciting work under way is on the return to education. In spite 
of the flood of high school and college graduates, the return has not 
become trivial. Even the lower limits of the estimates show that the re- 
turn to such education has been in the neighborhood of the return to 
nonhuman capital. This is what most of these estimates show when they 
treat as costs all of the public and private expenditures on education 
and also the income foregone while attending school, and when they 
treat all of these costs as investment, allocating none to consumption.”* 
But surely a part of these costs are consumption in the sense that edu- 
cation creates a form of consumer capital’ which has the attribute of 


“From [10, See. 4]. These estimates of the stock of education are tentative and in- 
complete, They are incomplete in that they do not take into account fully the increases 
in the average life of this form of human capital arising out of the fact that relatively 
more of this education is held by younger people in the labor force than was true in earlier 
years; and, they are incomplete because no adjustment has been made for the improve- 
ments in education over time, increasing the quality of a year of school in ways other than 
those related to changes in the proportions represented by elementary, high school and 
higher education. Even so the stock of this form of human capital rose 8.5 times between 
1900 and 1956 while the stock of reproducible nonhuman capital increased only 4.5 times, 
both in constant 1956 prices. 

“In value terms this stock of education was only 22 per cent as large as the stock of 
reproducible physical capital in 1900, whereas in 1956 it already had become 42 per cent 
as large 

* Several comments are called for here. (1) The return to high school education appears 
to have declined substantially between the late ‘thirties and early ‘fifties and since then 
has leveled off, perhaps even risen somewhat, indicating a rate of return toward the end 
of the “fifties about as high as that to higher education. (2) The return to college education 
seems to have risen somewhat since the late ‘thirties in spite of the rapid influx of college- 
trained individuals into the labor force. (3) Becker's estimates based on the difference in 
income between high school and college graduates based on urban males adjusted for 
ability, race, unemployment and mortality show a return of 9 per cent to total college 
costs including both earnings foregone and conventional college costs, public and private 
and with none of these costs allocated to consumption (see his paper given at the Ameri- 
can Economic Association meeting, December 1050 [2]). (4) The returns to this educa- 
tion in the case of nonwhite urban males, of rural males, and of females in the labor force 
may have been somewhat lower (see Becker [2]). (5) My own estimates, admittedly less 
complete than those of Becker and thus subject to additional qualifications, based mainly 
on lifetime income estimates of Herman P. Miller [12], lead to a return of about 11 per 
cent to both high school and college education as of 1958. See [19, Sec. 5]. 

Whether the consumption component in education will ultimately dominate, in the 
sense that the investment component in education will diminish as these expenditures in- 
crease and a point will be reached where additional expenditures for education will be 
pure consumption (a zero return on however small a part one might treat as an invest- 
ment), is an interesting speculation. This may come to pass, as it has in the case of food 
and shelter, but that eventuality appears very remote presently in view of the prevailing 
investment value of education and the new demands for knowledge and skill inherent in 
the nature of our technical and economic progress. 

“The returns on this consumer capital will not appear in the wages and salaries that 
people earn 
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improving the taste and the quality of consumption of students through- 
out the rest of their lives. If one were to allocate a substantial fraction 
of the total costs of this education to consumption, say one-half, this 
would, of course, double the observed rate of return to what would then 
become the investment component in education that enhances the pro- 
ductivity of man. 

Fortunately, the problem of allocating the costs of education in the 
labor force between consumption and investment does not arise to 
plague us when we turn to the contribution that education makes to 
earnings and to national income because a change in allocation only 
alters the rate of return, not the total return. I noted at the outset that 
the unexplained increases in U. S. national income have been especially 
large in recent decades, On one set of assumptions, the unexplained part 
amounts to nearly three-fifths of the total increase between 1929 and 
1956," How much of this unexplained increase in income represents a 
return to education in the labor force? A lower limit suggests that about 
three-tenths of it, and an upper limit does not rule out that more than 
one-half of it came from this source."* These estimates also imply that 
between 36 and 70 per cent of the hitherto unexplained rise in the earn- 
ings of labor is explained by returns to the additional education of 
workers. 


IV. A Concluding Note on Policy 


One proceeds at his own peril in discussing social implications and 
policy. The conventional hedge is to camouflage one’s values and to 
wear the mantle of academic innocence. Let me proceed unprotected! 

1. Our tax laws everywhere discriminate against human capital. Al- 
though the stock of such capital has become large and even though it is 
obvious that human capital, like other forms of reproducible capital, 
depreciates, becomes obsolete, and entails maintenance, our tax laws 
are all but blind on these matters. 

2. Human capital deteriorates when it is idle because unemployment 
impairs the skills that workers have acquired. Losses in earnings can 
be cushioned by appropriate payments but these do not keep idleness 
from taking its toll from human capital. 

3. There are many hindrances to the free choice of professions. 

"Real income doubled, rising from $150 to $302 billion in 1956 prices. Eighty-nine 
billions of the increase in real income is taken to be unexplained, or about 5° per cent 
of the total increase. The stock of education in the labor force rose by $355 billion of 
which $69 billion is here allocated to the growth in the labor force to keep the per-worker 


stock of education constant, and $286 billion represents the increase in the level of this 
stock. See [19, Sec. 6] for an elaboration of the method and the relevant estimates. 


“In per cent, the lower estimate came out to 29 per cent and the upper estimate to 56 
per cent. 
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Racial discrimination and religious discrimination are still widespread. 
Professional associations and governmental bodies also hinder entry; 
for example, into medicine. Such purposeful interference keeps the 
investment in this form of human capital substantially below its opti- 
mum [7]. 

4. It is indeed elementary to stress the greater imperfections of the 
capital market in providing ft 4s for investment in human beings 
than for investment in physical goods. Much could be done to reduce 
these imperfections by reforms in tax and banking laws and by changes 
in banking practices. Long-term private and public loans to students 
are warranted. 

5. Internal migration, notably the movement of farm people into 
industry, made necessary by the dynamics of our economic progress, 
requires substantial investments. In general, families in which the hus- 
bands and wives are already in the late thirties cannot afford to make 
these investments because the remaining payoff period for them is too 
short. Yet society would gain if more of them would pull stakes and 
move because, in addition to the increase in productivity currently, 
the children of these families would be better located for employment 
when they were ready to enter the labor market. The case for making 
some of these investments on public account is by no means weak. Our 
farm programs have failed miserably these many years in not coming 
to grips with the costs and returns from off-farm migration. 

6. The low earnings of particular people have long been a matter of 
public concern. Policy all too frequently concentrates only on the effects, 
ignoring the causes, No small part of the low earnings of many Negroes, 
Puerto Ricans, Mexican nationals, indigenous migratory farm workers, 
poor farm people and some of our older workers, reflects the failure to 
have invested in their health and education. Past mistakes are, of course, 
bygones, but for the sake of the next generation we can ill afford to con- 
tinue making the same mistakes over again. 

7. Is there a substantial underinvestment in .human beings other 
than in these depressed groups? [2] This is an important question for 
economists. The evidence at hand is fragmentary. Nor will the answer be 
easily won. There undoubtedly have been overinvestments in some 
skills, for example, too many locomotive firemen and engineers, too 
many people trained to be farmers, and too many agricultural econo- 
mists! Our schools are not free of loafers and some students lack the 
necessary talents. Nevertheless, underinvestment in knowledge and 
skill, relative to the amounts invested in nonhuman capital would 
appear to be the rule and not the exception for a number of reasons. The 
strong and increasing demands for this knowledge and skill in laborers 
are of fairly recent origin and it takes time to respond to them. In re- 
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sponding to these demands, we are heavily dependent upon cultural and 
political processes, and these are slow and the lags are long compared to 
the behavior of markets serving the formation of nonhuman capital. 
Where the capital market does serve human investments, it is subject to 
more imperfections than in financing physical capital. I have already 
stressed the fact that our tax laws discriminate in favor of nonhuman 
capital. Then, too, many individuals face serious uncertainty in assess- 
ing their innate talents when it comes to investing in themselves, espe- 
cially through higher education. Nor is it easy either for public deci- 
sions or private behavior to untangle and properly assess the consump- 
tion and the investment components. The fact that the return to high 
school and to higher education has been about as large as the return to 
conventional forms of capital when all of the costs of such education in- 
cluding income foregone by studerits are allocated to the investment 
component, creates a strong presumption that there has been underin- 
vestment since, surely, much education is cultural and in that sense it is 
consumption. It is no wonder, in view of these circumstances, that there 
should be substantial underinvestment in human beings, even though 
we take pride, and properly so, in the support that we have given to 
education and to other activities that contribute to such investments. 

8. Should the returns from public investment in human capital 
accrue to the individuals in whom it is made?’® The policy issues im- 
plicit in this question run deep and they are full of perplexities pertain- 
ing both to resource allocation and to welfare. Physical capital that is 
formed by public investment is not transferred as a rule to particular 
individuals as a gift. It would greatly simplify the allocative process 
if public investment in human capital were placed on the same footing. 
What then is the logical basis for treating public investment in human 
capital differently? Presumably it turns on ideas about welfare. A 
strong welfare goal of our community is to reduce the unequal distri- 
bution of personal income among individuals and families. Our com- 
munity has relied heavily on progressive income and inheritance taxa- 
tion. Given public revenue from these sources, it may well be true that 
public investment in human capital, notably that entering into general 
education, is an effective and efficient set of expenditures for attaining 
this goal. Let me stress, however, that the state of knowledge about 
these issues is woefully meager. 

9. My last policy comment is on assistance to underdeveloped coun- 
tries to help them achieve economic growth. Here, even more than in 
domestic affairs, investment in human beings is likely to be underrated 


*T am indebted to Milton Friedman for bringing this issue to the fore in his com- 


ments on an early draft of this paper. See preface of [7] and also Jacob Mincer’s pioneer- 
ing paper [13]. 
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and neglected. It is inherent in the intellectual climate in which leaders 
and spokesmen of many of these countries find themselves. Our export 
of growth doctrines has contributed. These typically assign the stellar 
role to the formation of nonhuman capital, and take as an obvious 
fact the superabundance of human resources. Steel mills are the real 
symbol of industrialization. After all, the early industrialization of 
England did not depend on investments in the labor force. New funds 
and agencies are being authorized to transfer capital for physical goods 
to these countries. The World Bank and our Export-Import Bank 
have already had much experience. Then, too, measures have been 
taken to pave the way for the investment of more private (nonhuman) 
capital abroad. This one-sided effort is under way in spite of the fact 
that the knowledge and skills required to take on and use efficiently 
the superior techniques of production, the most valuable resource that 
we could make available to them, is in very short supply in these 
underdeveloped countries. Some growth of course can be had from the 
increase in more conventional capital even though the labor that is 
available is lacking both in skill and knowledge. But the rate of growth 
will be seriously limited. It simply is not possible to have the fruits 
of a modern agriculture and the abundance of modern industry without 
making large investments in human beings. 

Truly, the most distinctive feature of our economic system is the 


growth in human capital. Without it there would be only hard, manual 
work and poverty except for those who have income from property. 
There is an early morning scene in Faulkner’s Intruder in the Dust, of 
a poor, solitary cultivator at work in a field. Let me paraphrase that line, 
“The man without skills and knowledge leaning terrifically against 
nothing.” 
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COMPARATIVE ADVANTAGE AND 
DEVELOPMENT POLICY 


By B. CHENERY* 


In the great revival of interest in economic development that has 
marked the past decade, attention has centered on two main questions: 
first, what determines the over-all rate of economic advance?; second, 
what is the optimal allocation of given resources to promote growth? 
Analysis of the growth rate has relied mainly on the Keynesian tools 
and has produced a multiplicity of aggregate growth models. The 
second question, however, reopens more ancient economic issues, and 
their analysis must start from the classical and neoclassical solutions. 
Only very recently have the two types of discussion tended to come 

~together in the more comprehensive framework of general equilibrium 
analysis. 

In the field of resource allocation, controversy centers around the 
implications of the classical principle of comparative advantage, ac- 
cording to which growth is promoted by specialization. The defenders 
of this principle draw their inspiration from David Ricardo, J. S. Mill 
and Alfred Marshall, while the lines of attack stem from Friedrich 
List, J. A. Schumpeter, A. A. Young and J. H. Williams. The chief 
criticism is that comparative advantage is essentially a static concept 
which ignores a variety of dynamic elements. 

This issue is of great practical importance to the governments of 
underdeveloped countries, most of which take an active part in allocat- 
ing investment funds and other scarce resources. The main purpose of 
the discussion has therefore been to discover workable principles for 
the formulation of development policy. The classical approach derives 
these principles from international trade theory, while its critics base 
their analysis on modern growth theory. Elements of a dynamic, 
general-equilibrium theory are needed to resolve the differences be- 
tween the two approaches. The more general analysis is of very limited 
value, however, unless its empirical implications can be ascertained. 

The present paper discusses the analysis of resource allocation in 

*I am indebted to Moses Abramovitz, Bela Balassa, and Lawrence Krause for helpful 
comments. Research for this article was undertaken at the Cowles Foundation for Re- 
search in Economics under Task NR 047-006, Office of Naval Research. [This is the 


third in a series of survey articles for which the Rockefeller Foundation has provided 
support —Editor. ] 
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less developed economies from three points of view. Section I tries to 
ascertain the extent to which the allocation principles derived from 
trade theory and from growth theory can be reconciled with each other 
without losing their operational significance. Section II compares vari- 
ous approaches to the measurement of optimal resource allocation in 
terms of their logical consistency and their applicability to different 
conditions. Section III examines some of the practical procedures 
followed in setting investment policy in underdeveloped countries in 
the light of the earlier discussion. Finally, some of the theoretical issues 
are re-examined to indicate their practical importance. 


I. Conflicts Between Trade Theory and Growth Theory 


The main contradictions between comparative advantage and other 
principles of resource allocation derive from their different orientation 
and assumptions. The classical analysis focuses on long-run tendencies 
and equilibrium conditions, while modern theories of growth are con- 
cerned with the interaction among producing and consuming units in a 
dynamic system. Since both approaches are familiar, I shall only try to 
identify the differences in assumptions and emphasis that lead to dif- 
ferent policy conclusions. 


A. The Implications of Comparative Advantage for Resource Allocation 


The modern version of the comparative cost doctrine [20] is essen- 
tially a simplified form of static general equilibrium theory.’ The opti- 
mum pattern of production and trade for a country is determined from 
a comparison of the opportunity cost of producing a given commodity 
with the price at which the commodity can be imported or exported. In 
equilibrium, no commodity is produced which could be imported at 
lower cost, and exports are expanded until marginal revenue equals 
marginal cost. Under the assumptions of full employment and perfect 
competition, the opportunity cost of a commodity, which is the value 
of the factors used to produce it in their best alternative employment, 
is equal to its market value. Market prices of factors and commodities 
can therefore be used to determine comparative advantage under com- 
petitive conditions. Long-term changes are not ignored, but they are 
assumed to be reflected in current market prices. 

The Heckscher-Ohlin version of the comparative cost doctrine has 
been widely recommended as a basis for development policy because it 
provides a measure of comparative advantage that does not depend on 
the existence of perfect competition and initial equilibrium. This ver- 

*An excellent discussion and synthesis of the several versions of trade theory is given 


by Caves [7]. The terms “comparative advantage” and “comparative cost” are used 
interchangeably in most discussions. 
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sion states that a country will benefit from trade by producing com- 
modities that use more of its relatively abundant factors of produc- 
tion. It will export these commodities and import commodities using 
more of its relatively scarce factors unless its pattern of domestic de- 
mand happens to be biased toward commodities using domestic factors. 
The critical assumptions in this analysis are that factors of production 
are comparable among countries and that production functions are the 
same. These assumptions are not required by classical trade theory. 

The applicability of the comparative cost doctrine to present-day 
conditions in underdeveloped countries has been re-examined by Viner 
and its validity has been reaffirmed with some modifications. Viner 
criticizes the Heckscher-Ohlin version because its assumption of com- 
parable factors does not allow for observable differences in their 
quality [63, p. 16]. In his recent answer to critics of the comparative 
cost approach [64], however, Viner admits the necessity of interpret- 
ing comparative advantage in a dynamic setting in which the efficiency 
of production may change over time, external economies may exist, and 
the market prices of commodities and factors may differ from their op- 
portunity cost. As Nurkse points out [64, p. 76], these modifications 
rob the original doctrine of much of its practical value. It is now 
necessary to have an explicit analysis of the growth process itself 
before it is possible to determine, even theoretically, where comparative 
advantage lies; market prices and current opportunity costs are no 
longer sufficient. 


B. Implications of Growth Theory for Resource Allocation 


Modern growth theory is concerned with the interactions over time 
among producers, consumers, and investors in interrelated sectors of 
the economy. In the writings of such economists as Rosenstein-Rodan 
[43], Lewis [29], Nurkse [36], Myrdal [34], Rostow [44], Dobb 
[12], and Hirschman [23], there is much more emphasis on the se- 
quence of expansion of production and factor use by sector than on the 
conditions of general equilibrium. Growth theory either ignores com- 
parative advantage and the possibilities of trade completely, or it con- 
siders mainly the dynamic aspects, such as the stimulus that an in- 
crease in exports provides to the development of related sectors or the 
function of imports as a carrier of new products and advanced tech- 
nology. With this different point of view, growth theorists often sug- 
gest investment criteria that are quite contradictory to those derived 
from considerations of comparative advantage. 

The conflicts between these two approaches to resource allocation 
may be traced either to differences in assumptions or to the inclusion 
of factors in one theory that are omitted from the other. Growth theory 
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contains at least four basic assumptions about underdeveloped econ- 
omies that differ strongly from those underlying the comparative cost 
doctrine: (1) factor prices do not necessarily reflect opportunity costs 
with any accuracy; (2) the quantity and quality of factors of produc- 
tion may change substantially over time, in part as a result of the pro- 
duction process itself; (3) economies of scale relative to the size of 
existing markets are important in a number of sectors of production; 
(4) complementarity among commodities is dominant in both producer 
and consumer demand. 

Some of the implications of these factors are developed by Rosen- 
stein-Rodan [43] and Nurkse |36] as arguments for “balanced 
growth,” by which is meant simultaneous expansion of a number of 
sectors of production.? Assuming an elastic supply of either capital or 
labor, these authors show that investment will be more profitable in 
related sectors, because of horizontal and vertical interdependence, 
than in the same sectors considered separately. Market forces will not 
necessarily lead to optimal investment decisions because present prices 
do not reflect the cost and demand conditions that will exist in the 
future. This effect of investment in one sector on the profitability of 
investment in another sector, via increased demand or reduced costs, 
has been called by Scitovsky [47] a “dynamic external economy.” 
The imputation of these economies to the originating sectors may seri- 
ously affect the estimate of comparative advantage. 

If we assume fixed investment resources instead of an elastic supply, 
the same set of factors provide an argument for concentrated or un- 
balanced growth [48] [50]. In order to achieve economies of scale in 
one sector, it may be necessary to devote a large fraction of the avail- 
able investment funds to that sector and to supply increased require- 
ments in other sectors from imports (or to curtail them temporarily). 
The optimal pattern of investment will then be one which concentrates 
first on one sector and then on another, with balance being approached 
only in the long run. Streeten [53] has developed further dynamic 
arguments for unbalanced growth from the fact that technological prog- 
ress may be more rapid if increases in production are concentrated in a 
few sectors, while Hirschman [23] argues for imbalance to economize 
on entreprenurial ability. 

The historical significance of the balanced growth argument has been 
examined by Gerschenkron [18], Rostow [44], and Ohlin [38], in 
the context of nineteenth-century industrial development in Europe. 
They show that vertical interdependence has been important in stimu- 
lating the growth of related industrial sectors, although the nature and 


?The term “balanced growth” has been given a variety of meanings, but the idea of 
simultaneous expansion on several fronts is common to all of them. 
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origin of these complexes differ from country to country. In one case 
they may be related to exports, in another to expansion for the domes- 
tic market. The importance of interdependence among producers 
emerges fairly clearly from these historical studies. 

The net effect of the discussion of dynamic interdependence and bal- 
anced vs. uhbalanced growth is to destroy the presumption that perfect 
competition, even if it could be achieved, would lead to the optimum 
allocation of resources over time. Since the doctrine of comparative ad- 
vantage in its conventional form is a corollary of general equilibrium 
theory, the theoretical qualifications that apply to the latter also apply 
to the former. If, then, the doctrine of comparative advantage is to be 
useful for development policy, the essential elements of the growth 
analysis must be combined with it. 


C. Dynamic Modifications of Comparative Advantage 


Classical trade theory does not exclude changes in the supply of fac- 
tors and other data over time, but it does insist that under perfect com- 
petition the effects of such changes will be reflected in the market 
mechanism. If, on the other hand, we take comparative advantage as a 
principle of planning rather than as a result of market forces, we can 
include any foreseeable exogenous changes in technology, tastes, or 
other data without going beyond the framework of comparative statics. 

Some of the modifications suggested by growth theory are dynamic 
in a more essential way, in that a particular change depends not only 
on the passage of time but on other variables in the system. For exam- 
ple, the rate of increase in the productivity of labor in an industry may 
depend on an increasing level of production in that industry. Some of 
these dynamic elements can also be analyzed by methods of compara- 
tive statics if our purpose is only to choose among alternative courses 
of action. 

The four assumptions of growth theory discussed above (Section B) 
lead to the following requirements for the analytical framework to be 
used in determining comparative advantage in a growing economy:* 
(1) recognition of the possibility of structural disequilibrium in factor 
markets; (2) the inclusion of indirect (market and nonmarket) effects 
of expanding a given type of production; (3) simultaneous determina- 
tion of levels of consumption, imports, and production in interrelated 
sectors over time when decreasing costs result from the expansion of 
output; and (4) allowance for variation in the demand for exports and 
other data over time. 


*Some of these criticisms of static analysis were made years ago by Williams [66], and 
a number of the elements were, of course, recognized by the classical economists them- 
selves. I am not concerned with explicit criticism of the classical anaiyeln, but with the 
possibility of reconciling it with growth theory. 
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These changes destroy the simplicity of the classical system, in 
which allocation decisions can be based on a partial analysis because 
adjustments in the rest of the economy are reflected in equilibrium 
market prices. In the dynamic analysis, it may not be possible to state 
that a country has a comparative advantage in producing steel without 
specifying also the levels of production of iron ore, coal and metal- 
working over time. In short, we are forced to compare alternative pat- 
terns of growth rather than separate sectors, and we cannot expect to 
find simple generalizations of the Heckscher-Ohlin type concerning the 
characteristics of individual lines of production. 

Since there is no well-developed body of theory concerning the for- 
mal properties of the system just outlined,* I shall only try to indicate 
in a general way the modifications that some of these elements of 
growth theory will produce in the analysis of comparative advantage. 

Factor Costs. It is generally agreed that costs of labor and capital 
in underdeveloped countries do not reflect their opportunity costs with 
any accuracy because of market imperfections, but there is wide dis- 
agreement as to the extent of the typical discrepancies. Some types of 
labor may be overvalued while particular skills are undervalued. Fac- 
tor costs may also change markedly over time as a result of economic 
development, so that an advantage based on cheap labor may prove 
quite limited in duration. As Lewis [29] and Hagen [21] show, the 
effects on comparative advantage of correcting for disequilibrium fac- 
tor prices are often very substantial. (The effects of disequilibrium in 
factor markets are discussed further in Part IT.) 

Export Markets. Two of the main arguments against the trade pat- 
tern produced by market forces concern (1) the fluctuating nature and 
(2) the low income and price elasticities of the demand for primary 
products. The existence of cyclical fluctuation is well established, but 
the income and price elasticities vary considerably among primary 
commodities. Their net effect on the terms of trade of primary pro- 
ducers over time is a matter of dispute [64]. These characteristics are 
often used as an argument for reducing specialization in underdevel- 
- oped countries and for expanding industry for local consumption rather 
than expanding primary exports [41] [51]. 

These factors can be admitted without seriously modifying the prin- 
ciple of comparative advantage. The market value of the stream of ex- 
port earnings should be reduced to reflect the drawbacks to the econ- 
omy resulting from its variable characteristics, and this social value 
should be used in comparing investment in primary exports to other 

*In his survey of modern trade theory, Caves [7] shows that attempts to introduce 


dynamic elements have been concerned mainly with particular aspects and have led not 
to new principles, but rather to extensions of static results. 
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alternatives. When export demand has a low elasticity, marginal reve- 
nue should be used in place of average revenue. Since it is quite likely 
that the market evaluation of the attractiveness of an investment in 
exports will differ from this social evaluation, some form of government 
intervention may be warranted. It is wrong, however, to conclude from 
this analysis that continued specialization in primary exports may not 
be the best policy, because even the corrected return on exports may be 
greater than that on alternative investments. The supply of foreign in- 
vestment may also be greater for export production. 

Productivity Change. The possibility of rising efficiency as labor and 
management acquire increasing experience in, actual production has 
long been recognized [66] and forms the basis for the infant industry 
argument. This argument has been generalized to include the effects of 
increasing production in any industry on the supply of skilled labor 
and management available to other industries. Since manufacturing is 
thought to have more important training effects than primary produc- 
tion [33] [41], the fact that improvements in factor supply are not re- 
flected in the market mechanism may introduce a bias against manu- 
facturing. The empirical basis for this argument has been questioned 
by several economists [46] [63], who assert that there is often as 
much scope for technological improvement in agriculture as in indus- 
try. Without trying to settle the empirical question that has been 
raised, it may be concluded that productivity change is an important 
factor and therefore that comparative advantage should be measured 
over time. It cannot be said, however, that allowance for this factor 
will always favor manufacturing. 

Dynamic External Economies. As indicated above, dynamic external 
economies are received by an industry from cost reductions or demand 
increases in other sectors. Cost reductions may result from economies 
of scale, productivity increases, or new technology. The customary 
analysis of comparative advantage on a sector-by-sector basis would 
require that the cost reduction from simultaneously developing inter- 
related sectors be allocated separately to each. However, if a group of 
investments will only be profitable when they are undertaken together, 
comparative advantage can only be determined for alternative combi- 
nations of investments. As shown in [11], not only do market prices 
fail to produce the best investment allocation in this situation, but any 
structure of equilibrium prices may also be an inadequate guide in the 
presence of economies of scale. 

There is considerable evidence that external economies are more im- 
portant in the industrial sectors than in primary production because of 
internal economies of scale, training effects, and high demand elastici- 
ties. Their omission from the market mechanism is therefore likely to 
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bias resource allocation against manufacturing. The quantitative sig- 
nificance of this factor is very hard to determine, however, since it in- 
volves simultaneous changes in a number of sectors. 

Uncertainty and Flexibility. The limited ability of policy-makers to 
foresee changes in demand and supply conditions puts a premium on 
flexibility in the choice of a development strategy. This factor not only 
argues against specialization in one or two export commodities but it 
also favors the development of a diversified economic structure which 
will enable the economy to shift to new types of exports or import sub- 
stitutes when changing trade conditions may require them. Kindle- 
berger [26] sees this factor as the main explanation for his finding that 
the terms of trade have favored developed countries although they have 
not favored countries exporting manufactured goods in general.® The 
argument is similar to that of Stigler [52] concerning the optimum 
choice of techniques in a manufacturing plant. The optimum design for 
a changing market is likely to differ from the optimum under static 
conditions because in the former case the proper criterion is lowest-cost 
production for varying operating levels and with changes in product 
design. Similarly optimum development policy should result in a pat- 
tern of resource allocation that allows for unforeseen changes in supply 
and demand conditions even at the cost of some loss of short-term 
efficiency. 


II. The Measurement of Optimum Resource Allocation 


The development of an adequate theory is only the first step in for- 
mulating economic policy. In order to reach practical conclusions, it is 
also necessary to specify the environment in which the policy-maker 
functions. Relevant aspects of a particular society include its general 
objectives, the policy instruments to be considered, and the information 
available. The theory must then be combined with these elements in 
such a way as to yield guides to action or “decision rules” for particu- 
lar situations. 

Although the growing science of operations research is concerned 
with the development of decision rules for business and military opera- 
tions, less progress has been made in developing an operational ap- 
proach to long-run economic policy. Tinbergen [55] and Frisch [15] 
have outlined a general framework for policy analysis, but it has had 
relatively little impact on the discussion of the development of under- 
developed countries. In this field the failure to specify adequately the 
decision-making environment and to distinguish between decision rules 
and the corollaries of pure theory has led to great confusion. 

Since the information needed for over-all economic analysis is avail- 


*This argument is also discussed by Caves [7, pp. 264-66]. 
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able to a very limited extent in underdeveloped countries, there has 
been a considerable effort to derive decision rules or “investment cri- 
teria” that can be based on partial analysis. I shall group the various 
suggestions into three categories: (1) factor-intensity criteria; (2) 
productivity criteria; (3) programming criteria based on accounting 
prices. Although these various approaches often lead to contradictory 
results, each has some merit as a form of decision rule if properly qual- 
ified. In general, the theoretically more valid formulations require more 
information and must be replaced by cruder approximations when ade- 
quate data are not available. Since a major part of the literature in the 
development field has been devoted to the discussion of investment 
criteria, it is important to identify the sources of conflict among them 
and to specify the circumstances under which each may be approxi- 
mately correct. 

In economic theory, capital and labor are assumed to be separately 
allocated in single units to different uses. In national planning, how- 
ever, it is more convenient to consider the decision to install a given 
productive process or plant, representing the allocation of a group of 
inputs in specified quantities, as the basic choice. Investment criteria 
are customarily formulated for “projects” of this sort, since they form 
the basis for the decisions of planning authorities. This procedure rec- 
ognizes that very small productive units are uneconomical, and it per- 
mits a consideration of different scales of output. The choice of tech- 
niques can be considered as a choice among projects producing the 
same output from different input combinations. In this way the alloca- 
tion procedure can be divided into two steps: the choice of the best 
technique for a given type of prodtct, and the decision whether to pro- 
duce the commodity at all. The principle of comparative advantage is 
more directly relevant to the second type of choice, but the two cannot 
be separated entirely. 


A. Factor-Intensity Criteria 


The simplest approach to any allocation problem is to concentrate 
on the scarcest resource. Since this is often capital in underdeveloped 
countries, it seems reasonable to choose the technique that uses the 
least capital to produce a given output. The same logic is applied to 
the choice of sectors of production: an underdeveloped country is ad- 
vised to produce and export commodities that use relatively less capital 
per unit of output and to import items requiring more capital. State- 
ments of this type occur in many economic writings of the past fifteen 
years. Buchanan [5] was among the first to state this criterion for 


investment in underdeveloped countries and to base policy recommen- 
dations upon it. 
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The “minimum capital-output ratio” criterion is only valid under the 
following restrictive conditions:*® (1) Either capital is the only scarce 
factor in the system, or other inputs are so abundant relative to capital 
that the latter is the dominant element in determining cost differences. 
(2) Either the same output is produced by each investment alternative, 
or the market values used to compare the different products coincide 
with their social values. (3) Production takes place under constant 
costs. 

The use of the capital-output ratio theoretically requires a measure- 
ment of the total capital used in producing a given commodity, includ- 
ing the capital used in producing all materials and services purchased. 
Alternatively, the indirect use of capital can be allowed for by deduct- 
ing the cost of purchased inputs from the value of output and express- 
ing the criterion as the ratio of capital to value added. This procedure 
requires the further assumption that market prices correctly reflect the 
use of capital in the rest of the economy. 

A closely related allocation criterion is the capital intensity: the 
ratio of capital to labor. This test is derived directly from the 
Heckscher-Ohlin version of the comparative cost doctrine. If the same 
production functions exist in all countries and if capital is scarce rela- 
tive to labor in the underdeveloped countries, comparative advantage 
in the latter can be identified by low capital-labor ratios. This approach 
does not assume that labor has zero opportunity cost, as does use of the 
capital-output ratio, but only that the ratio of labor cost to capital cost 
is lower than in the country’s trading partners. To allow for differences 
in the quality of labor among countries, it is sometimes suggested that 
the assessment of relative labor cost should be made for labor units of 
equal efficiency—e.g., the labor required in each country to perform 
a given type of operation with the same capital goods and organi- 
zation. 

A principal criticism of the use of both these ratios is that they ig- 
nore the existence of other factors of production, such as natural re- 
sources. If either labor or natural resources has a significant oppor- 
tunity cost, the capital-output measure must be replaced by the more 
general marginal productivity of capital criterion, which is discussed in 
the next section. 

To judge comparative advantage by the capital-labor ratio is to as- 
sume either that this ratio will be the same for the same industry in all 
countries, or that capital is equally substitutable for labor in produc- 
ing all the commodities traded. Deviations from these assumptions, 
along with the omission of other inputs and variations in efficiency by 


*A rigorous analysis of the validity of marginal and average factor-output ratios as in- 
dicators of optimum allocation in a two-factor system is given by Bator [4]. 
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sector, make the capital-labor criterion a very crude approximation in- 
deed to a proper estimate of comparative advantage. 


B. Marginal Productivity Criteria’ 


A more comprehensive allocation criterion is the social marginal 
product of a given unit of resources in a given use, Where the factor- 
intensity criteria are at best only correlated with the increase in na- 
tional income produced by a project, the productivity criteria try to 
measure the increase, The marginal productivity test is in turn less 
general than the over-all programming approach, because it is based 
on a partial equilibrium analysis that is only valid for relatively small 
changes in the economic structure. 

The several forms of marginal productivity criterion that have been 
proposed differ in the assumptions made about the social welfare func- 
tion and in the extent to which allowance is made for the indirect ef- 
fects of a given allocation, All versions are alike in assuming that the 
government controls; directly or indirectly, a certain fraction of the 
investible resources of the country and wishes to allocate them in such 
a way as to maximize future welfare. 

Since the productivity criteria are usually applied to investment 
projects rather than to single units of capital, they are “marginal” only 
in the sense that a project normally constitutes a small fraction of the 
total capital invested in a given year. For very large projects a break- 
down into smaller units would be more appropriate. 

The Static SMP Criterion. As proposed by Kahn [25], the social 
marginal product (SMP) is a general equilibrium concept which is 
conventionally defined as the net contribution of a marginal unit (proj- 
ect) to the national product.* The related decision rule is to rank in- 
vestment projects by their SMP and to go down the list until the funds 
to be allocated are exhausted. Alternatively, any project having an 
SMP above a given level can be approved. 

Kahn uses the SMP criterion to show the fallacies in the factor- 
intensity measures that had been advocated by Buchanan [5], Polak 
[40], and other writers. He points out that: “The existence of a par- 
ticular natural resource, specialized skills, particular climatic condi- 
tions, or the importance of a particular product or service may make 
the SMP of capital higher in a line which is more capital intensive 
than in another which is less so” [25, p. 40]. He also argues that even 
when there is substantial rural unemployment, a considerable amount 


"Surveys of these and other investment criteria are given by Castellino [6], Vaidyana- 
than [62], and the United Nations [61]. 


*To be more accurate, cost and output streams should be discounted to the present, but 
I shall not be concerned with differences in the time pattern of output of different projects. 


ty 
| 
| 
E 
. 


CHENERY: DEVELOPMENT POLICY 29 


of capital and other inputs are required to transport, train, and house 
the workers who are to be employed elsewhere, Kahn’s arguments 
against the simple capital-intensity criteria appear to have been gen- 
erally accepted, although he admits that a lower capital-output ratio 
may be a useful guide when other information is lacking. ‘ 

Some modifications in the SMP criterion were suggested by the pres- 
ent author [8] to allow for artificial elements in the price system 
(tariffs, subsidies, etc.) and to provide for the evaluation of labor and 
foreign exchange at opportunity cost rather than at market value. Fur- 
ther allowances for the difference between market price and social 
value can be made by estimating the benefits to be provided to other 
sectors in the form of external economies, and by including overhead 
costs in the estimate of the cost of labor. All of these elements are in- 
cluded in Eckstein’s synthesis and extension of the productivity ap- 
proach [14].° 

The SMP criterion is entirely consistent with the general program- 
ming approach discussed below, which derives opportunity costs from 
an explicit analysis of total factor use. In the absence of such an over- 
all analysis, the corrections suggested for the calculation of the pro- 
ductivity of investment are likely to be quite approximate, There is no 
logical conflict between the results of the SMP analysis and the dictates 
of comparative advantage because each is a corollary of a general 
equilibrium solution over a given time period. 

The Marginal Reinvestment Criterion. A sharp criticism of the SMP 
criterion was made by Galenson and Leibenstein [17], who challenge 
some of its basic premises. They would substitute a different social 
welfare function in which the aim is to maximize per capita income at 
some time in the distant future rather than to maximize a discounted 
stream of income over time. They also assume severe restrictions on 
the policy instruments available to the government, and in particular 
deny its ability to affect the rate of saving by fiscal measures. Under 
these assumptions, it is necessary to take account of the division of in- 
come resulting from a project between profits and wages, since savings 
from the former are higher. 

To maximize the total output at some distant future time, Galenson 
and Leibenstein easily show that the most “productive” project is not 
necessarily the one which maximizes national income in the near future 
but the one which leads to the highest savings. Since it is assumed that 
neither voluntary saving nor taxes can be extracted from wages, the 
most productive project will be the one with the highest profit rate per 

* Eckstein points out that the assumption of capital rationing implies a social judgment 


as to both the amount of investment in the current period and the discount to be applied 
to future outputs, since the market rate of interest is rejected for both purposes 
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unit of capital invested.’ The assumption that profits are saved and 
reinvested leads to the “marginal reinvestment quotient” as a decision- 
rule to be applied in place of the SMP, 

Galenson and Leibenstein push their argument one step further and 
identify the most profitable project as the one with the highest capital- 
labor ratio, This result leads them to the paradoxical conclusion that 
the factor-intensity rule should be reversed: countries should prefer 
the most capital-intensive rather than the least capital-intensive tech- 
niques in order to promote savings and future growth, This conclusion 
involves an implicit assumption about the nature of production func- 
tions: that increasing the capital intensity will necessarily raise the 
average return to capital in each sector of production, This is obviously 
not true in general and is not necessarily true of existing productive 
techniques. The savings effect of a given project should therefore be 
measured directly and not assumed to vary in proportion to the capital- 
labor ratio, 

Galenson and Leibenstein have been widely criticized for their ex- 
treme assumptions [4] [14] [24] [35], in particular for the use of a 
social welfare function in which the starvation of half the population 
in the near future would appear to be a matter of indifference and for 
the assumption that limitations on fiscal policy make a lower income 
preferable to a much higher one if the former has a higher savings com- 
ponent. Their analysis has nevertheless been useful in emphasizing that 
other effects of an investment beside its immediate contribution to the 
national product should be included in the productivity criterion." 

The Marginal Growth Contribution, Eckstein [14] has successfully 
reconciled the conflict between the Kahn-Chenery SMP approach and 
the Galenson-Leibenstein reinvestment approach, and in so doing he 
has provided a considerable generalization of each. First, he assumes 
that the social objective is to maximize the present value of the future 
consumption stream, With a zero discount rate, this objective approxi- 
mates the long-term income objective of Galenson and Leibenstein, 
while with a high discount of future consumption it leads to the maxi- 
mization of income in the short term, Second, Eckstein assumes that 
there is a different savings (reinvestment) coefficient associated with 
each project, but he allows for any savings rate out of wages and 
profits, From these assumptions, he derives a measure of the “marginal 
growth contribution” of a given project that consists of two parts: (1) 


*T omit the possibility of an effect on population growth, which leads Galenson and 
Leibenstein to state the criterion on a per capita basis, 
"In [28], Leibenstein restates in more restrained form his arguments for including labor 


training, savings, population growth, and other indirect effects in a comprehensive pro- 
cactivity measure, 
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an efficiency term, consisting of the present value of the consumption 
stream; and (2) a growth term, consisting of the additional consump- 
tion to be achieved by reinvesting savings. 

The relative importance of the two terms depends largely on the rate 
of discount that is applied to future consumption, Even with a low rate 
of discount, the significance of the second term depends on how much 
variation there is in the fraction of income saved among different proj- 
ects, If the savings ratio is not related to the form of income generated, 
then, as Bator [4] shows, there is no conflict between maximizing in- 
come in the short run and in the longer run. Eckstein’s formula pro- 
vides for all possible intermediate assumptions between the two ex- 
treme views of the determinants of savings." 

In principle, one might include other indirect dynamic effects, such 
as the value of the labor training provided, in the measurement of the 
total productivity of a given project. There is a danger of double count- 
ing if partial-equilibrium analysis is extended too far, however, and 
most indirect effects can be more readily evaluated in the more general 
programming framework considered below. 


C. Programming Criteria and Accounting Prices 


The allocation rules discussed up to now are based on the existing 
economic structure and are strictly applicable only for relatively small 
changes in it. Although it may in many instances be necessary to rely 
primarily on these marginal criteria for lack of data on the rest of the 
economy, it is important to have some way of testing larger changes 
and of evaluating the errors that are introduced by the marginal pro- 
cedure. Furthermore, without a more comprehensive analysis it is im- 
possible to reconcile fully the conflicting policy implications of com- 
parative advantage and growth theory. 

The difficulties of partial analysis increase with the number of modi- 
fications that have to be applied to market prices in order to arrive at 
social value. Both the factor-intensity ratios and the partial produc- 
tivity measures assume that there is one principal restriction on the 
system, the scarcity of capital. They do not allow for the fact that in 
allocating capital according to any one of these rules some other re- 
striction on the system, such as the supply of foreign exchange, of 
skilled labor, or of a particular commodity, may be exceeded. 

The programming approach to resource allocation begins with the 
problem of balancing supply and demand for different commodities and 
factors of production. Until quite recently, practical programming 

"Sen [49] independently formulated a more general investment criterion that is very 


similar to Eckstein’s, in which the SMP and reinvestment criteria are shown to be limit- 
ing cases. 
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methods have been more concerned with ensuring the consistency of a 
given allocation of resources with certain targets than with testing the 
efficiency with which resources are used, Historically speaking, the 
programming approach is thus the operational counterpart of the the- 
ory of balanced growth, from which much of its conceptual framework 
is derived, 

One of the earliest attempts at formulating a comprehensive develop- 
ment program for an underdeveloped area was Mandelbaum’s illustra- 
tive model for Southeastern Europe, undertaken during the war [31]. 
He starts, as many subsequent programs have done, from an estimate 
of the increase in national income required to absorb a prospective in- 
crement in the labor force, The allocation of capital and labor is made 
initially from demand estimates and by analogy to the structure of 
more advanced countries, The principle of comparative advantage is 
only introduced intuitively in modifying the initial projection, The 
main test of resource allocation is the balance of demand and supply 
for each sector and factor of production. 

The development of mathematical programming methods makes it 
possible to carry out this type of analysis in a much more precise way. 
In several countries, consistent development programs have been for- 
mulated by using input-output analysis, as in the studies of the Eco- 
nomic Commission for Latin America [58] [59] [60]. It is only with 
the development of linear programming, however, that it is possible to 
reconcile the consistency criteria and the productivity criteria in a sys- 
tematic way. 

A link between the test of consistency (feasibility) in resource allo- 
cation and the test of productivity (efficiency) is provided by a con- 
sideration of the price implications of a given allocation, Assume that 
a set of production levels has been worked out so as to be consistent 
with the available supplies of labor, capital and natural resources, 
given the structure of consumer demand and the country’s trading pos- 
sibilities. These sector production and trade levels constitute a “feasi- 
ble program.” Any such program implies a unique set of commodity 
and factor prices if the economy is in equilibrium. If production activi- 
ties are assumed to operate at constant costs, linear programming pro- 
vides a method of calculating the “shadow prices” corresponding to the 
equilibrium conditions, in which the price of each commodity is equal 
to its cost of production."* Prices are determined by the solution to the 
following set of simultaneous equations, one for each production ac- 
tivity included in the program: 


(1) + dy Pat + = 0 


" The assumptions of linear programming and methods of finding solutions to program- 
ming models have been discussed in a number of recent publications, such as [13]. 


i 
ay 
i 
4 


CHENERY: DEVELOPMENT POLICY 33 


where ay is the input or output of commodity or factor i by activity j, 
and P; is the shadow price of commodity or factor i, The input coeffi- 
cients may be measured at existing prices or in other convenient units, 
In an open economy, activities of importing and exporting are also in- 
cluded in the system, and the price solution contains the equilibrium 
price of foreign exchange. An example of this calculation is given in 
Table 1, which will be explained shortly. 

The use of shadow or “accounting” prices in evaluating investment 
projects has been suggested by Tinbergen [54] [56], Frisch [15] 
[16], and Chenery [9] [10]. Although Tinbergen does not use a linear 
programming framework, his accounting prices for factors have the 
same meaning as shadow prices: the opportunity cost implied by a 
given resource allocation,’* He suggests computing the costs associated 
with a project by using accounting prices; any project that shows a 
positive net return over cost (including capital cost) should be ap- 
proved. This test is equivalent to the SMP criterion, as shown below. 

The general linear programming problem is to maximize the value 
of a linear objective function subject to linear constraints. In develop- 
ment programs, the principal constraints are that the demands for com- 
modities and factors should not exceed their supplies; the function to 
be maximized is usually taken as the national income, Alternatively, 
the objective may be the achievement of a given increase in output at 
minimum cost in investment (including foreign investment). Other so- 
cial objectives, such as a minimum employment level or a specified de- 
gree of regional balance, can be included as additional restrictions on 
the program. The instrument variables can also be constrained to fall 
within specified limits, as in the models of Frisch.'” 

To illustrate the meaning and use of shadow prices in evaluating in- 
vestment projects, I shall take up a very simplified programming model 
that is worked out in more detail elsewhere [11]. The truncated sys- 
tem given in Table 1 covers only a small part of the economy, but it 
will serve to illustrate the way in which interdependence influences in- 

“ Tinbergen [56, p. 39] defines accounting prices as those “that would prevail if (i) the 
investment pattern under discussion were actually carried out, and (ii) equilibrium existed 


on the markets just mentioned” [i.e., labor, capital, foreign exchange markets]. The 
relation between accounting and shadow prices is discussed in Chenery [10] and Qayum 
{42}. 

"Frisch is one of the strongest advocates of the use of linear programming for develop- 
ment planning, as indicated in the preface to a recent methodological study: “In the be- 
ginning of 1959, during my work as a United Nations expert in Cairo, I was confronted 
with the problem of working out a methodology for optimal investment programming in 
a rapidly expanding underdeveloped country. I have always believed—and my Cairo ex- 
periences have confirmed it—that such a method must. be formulated in terms which 
ultimately make the problem amenable to linear programming. Otherwise one is prac- 
tically certain to be taken by surprise afterwards in unexpected balance of payments diffi- 
culties and other troubles” [16, p. 1]. 
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vestment decisions and the effect of having more than one scarce factor. 

The model contains four production activities (Xi,Xe,X0,X4) and 
three import activities (M,,M].,M,). Each activity is represented in 
Table 1 by a column of coefficients, aij, showing the amount of input 
(~~) or output (+) of commodity i when the activity is operated at 
unit level. (These coefficients are the boldface figures in columns 
1 to 7.) The net output is taken as unity in all cases. The produc- 
tion activity X\, for example, represents the production of one unit 
of metal products from .22 units of iron and steel, .20 units of “other 
inputs,” .70 units of labor, and .70 units of capital. The import activity 
M;, provides an alternative way of supplying a unit of metal products by 
an expenditure (input) of .85 units of foreign exchange. A similar 
choice is provided between Xy and M, (iron and steel) and between 
X, and M, (iron ore). The fourth production activity shows the re- — 
sources used-in the marginal export sector to provide a unit of foreign 
exchange. 

In a complete programming model, the amounts of all commodities 
required for final use at a given level of income would be entered as 
restrictions on the solution, Similarly, the amounts of available capital 
and labor of different types would be specified. In this limited illustra- 
tion, the problem is to supply requirements of 1000 each for metal 
products and iron and steel at minimum cost. Iron ore and foreign ex- 
change are therefore taken to be intermediate goods having no net out- 
side demand, “Other inputs,” labor and capital are supplied from out- 
side the model at prices reflecting their opportunity costs in the rest of 
the economy. The main difference in principle between this submodel 
and a complete programming system is that the prices of only the first 
four commodities are determined in the model in the present case, while 
in general all prices are so determined. 

The four restrictions in the model consist of equations stating that 
the supply of each of the first four inputs must be equal to the specified 
demand; "* 

X, + = 1000 
—.22X, + Xa + My = 1000 
— O8X, X3 M; as 0 
85M, 1.20M, 1.10M, = 0 


The objective is to minimize the amount of capital required to sup- 
ply the given final demands, with the use of labor and “other inputs” 
valued at their opportunity costs in terms of capital. This is the same 


“T omit the possibility of overfulfilling demands, since there are no joint products in 
the present case. 


(2) 
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as supplying each commodity at minimum unit cost, since the amount 
of each to be supplied is fixed. 

A feasible solution to the model contains either a production or an 
import activity for each of the three commodities plus the export ac- 
tivity for foreign exchange. The corresponding activity levels can be 
determined from equations (2) and are shown at the bottom of Table 
1. The amounts of the outside factors (#':)—labor, capital, and “other 
inputs”——required by each solution can then be determined from the 
following equations: 

Other inputs: .20N, .25N_ + .70N, 4+ 10N, 
(3) Labor: = .70N, 4+ .20N .30N, + 1.00X, 
Capital: By = ON, + 2.70Nq + + 2.20N, 


The programming model thus contains two types of equations: price 
equations of the type of (1), and equations for the supply and demand 
of commodities and outside factors, (2) and (3). As outlined in [10], 
the general procedure for solving a programming model of this. type 
involves three steps: (a) finding a feasible program or set of activity 
levels that satisfies the supply-demand restrictions; (b) calculating the 
shadow prices associated with the given program; (c) using these 
prices to determine whether any improvement in the initial program is 
possible. This procedure is repeated as long as any further improve- 
ments can be made. 

The programming criterion used to compare projects or activities is 
the social profitability of each as measured from the shadow prices. 
Any profitable activity should be included in the program. It is the re- 
calculation of prices that distinguishes this procedure from the partial 
programming approach suggested by Tinbergen. In either case, how- 
ever, the test of social profitability of activity j can be expressed as: 


(4) = >> 


By definition, the activities that were used in determining the shadow 
prices will have a profitability of zero. The optimum solution is iden- 
tified by the condition that all other activities have zero or negative 
profitability. 

Some idea of the type of adjustment that results from moving from 
partial toward general equilibrium analysis may be given by determin- 
ing solutions to the model in Table 1 under four different procedures: 
(a) the use of market prices; (b) correcting for the overvaluation of 
foreign exchange; (c) finding the optimum solution for the submodel 
alone; (d) finding the optimum solution for the submodel with changes 
in the opportunity costs of labor and other inputs determined from a 
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general programming model, The accounting prices corresponding to 
each assumption are shown in columns 8 to 11 of Table 1. The calcu- 
lation of social profitability of each activity, given the accounting 
prices, is illustrated in the table for trial c¢ by giving cost and revenue 
figures in parentheses in columns | to 7. 

Trial a. Assume that market prices are based on the cost of import- 
ing and are determined by setting profits on the import activities equal 
to zero, with a given foreign exchange cost of 3.00. The exchange rate 
is assumed to be overvalued, so that the price of foreign exchange is 
less than the cost of securing it, through expanded exports. At these 
market prices, only activity X» (iron ore) is profitable, but there is no 
domestic demand for iron ore unless steel is also produced (the export 
price is lower than that of imports because of transport costs). The use 
of market prices therefore leads to imports of steel and metal products, 
since the opportunity cost of expanding exports is not taken into ac- 
count. The corresponding activity levels are shown at the bottom of 
the table. 

Trial b, Assume now that we correct for the existing structural dis- 
equilibrium by setting the price of foreign exchange equal to its oppor- 
tunity cost of 4.02 as determined from the export activity Y,. Allow- 
ance is also made for a rise in the accounting price of “other inputs,” 
some of which are imported. A new set of accounting prices for com- 
modities 1-3 is determined from the cost of imports. Substituting these 
prices into equation (4) shows that X, and X, are both profitable 
(™ = .37, % = 1.23), Investment should therefore take place in steel, 
iron ore, and exports on this test. . 

Trial c. To find the optimum solution to the submodel by linear pro- 
gramming, we can start from trial b and recalculate the shadow prices 
from the activities that are included: X. Xs The four shadow 
prices P; to Ps are determined by applying equation (1), taking the 
prices of the outside inputs (Ps, Ps, P:) as given. The elimination of 
excess profits from the prices of iron ore and steel lowers the cost of 
producing metal products, providing an example of pecuniary external 
economies. Instead of a loss, activity X, now shows a profit of .15 and 
should be substituted for the import activity M,. With the original 
prices for labor and capital, the optimum solution to the submodel is 
therefore to produce all three commodities and import nothing, since 
all import activities are unprofitable. 

Trial d. If a similar analysis is carried out for the economy as a 
whole, it is likely that the initial estimate of the opportunity cost of 
labor (equal to its market price) will be revised. Assume that the sha- 
dow price of labor (equal to its marginal product in the rest of the 
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economy ) is only a third of its market price, or .5 units of capital. This 
lower labor cost will reduce the costs of production in different activi- 
ties in proportion to their use of labor. Since exports are cheapened 
more than steel production by this calculation, it now becomes socially 
profitable to import steel and produce metal products. The optimality 
of this solution is shown by the prices in trial d, in which thére is a loss 
of —.03 on X;. The optimum quantity solution is shown at the bottom 
of the table. Valuing other inputs and labor at their accounting prices, 
it has a capital cost of 5760, compared to 8200, 7470, and 7290 in trials 
a, b, and c. 

The programming approach of trials c and d adds two elements to 
the analysis of accounting prices. The first is the inclusion of repercus- 
sions on input prices from investment in supplying sectors. This is one 
of the main types of dynamic external economies which are omitted 
from partial analysis. It is much more significant when there are econ- 
omies of scale. The second element is the revision of the initial estimate 
of the opportunity costs of labor, capital, and foreign exchange. This 
revision is determined by the relation between supply and demaad for 
these factors and thus takes into account the requirements of feasi- 

The profitability criterion (usually called the “simplex” criterion) 
that is used in linear programming is logically equivalent to the SMP 
test if the same prices are used in both. The two can be put in a com- 
parable form as follows: 


(4a) Social profit on activity 7: My = >> ayPs — k; 


> 
(5) SMP of investment in activity 7: (SMP); = poem = +1 
j 

where —4; is used for the capital input coefficient instead of a:;. An 
activity having a positive social profit in equation (4a) will have an 
SMP of greater than 1.0 in (5), and the same projects would be ac- 
cepted by either test. If the prices used are not the equilibrium prices, 
however, the project rankings by the two formulae will not necessarily 
be the same. 

Although the example given here contained only one technique of 
production for each commodity, linear programming methods readily 
encompass alternative techniques. In a trial application of linear pro- 
gramming to Indian planning, Sandee [45] includes three alternative 

"An example in which these successive adjustments are calculated in detail is given in 


[10]. Frisch has outlined a computational procedure for handling large numbers of in- 
vestment projects without going beyond the capacity of simple calculating equipment [16]. 
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ways of increasing agricultural output—increased use of fertilizer, irri- 
gation, and extension services—which are substitutes over a limited 
range. The four alternative techniques for producing textiles cited by 
Galenson and Leibenstein [17] could also be more properly evaluated 
in a programming model in which the cost variation associated with 
their different requirements for materials, maintenance, and skilled 
labor could be included. However, it is only necessary to include al- 
ternative techniques in a programming model when the choice between 
them depends on the outcome of the solution. Probably in most cases 
the range of shadow prices can be foreseen accurately enough to deter- 
mine in advance which technique is more efficient for a given country. 
The initial assumption can always be verified after the analysis has 
been completed by using the resulting prices. 

Linear programming can be extended to include many of the indirect 
effects of investment that are suggested by growth theory. The produc- 
tion of trained labor, the effect on savings, or other indirect benefits 
can be considered as joint outputs whose value can be specified in the 
objective function. Similarly, indirect costs of production, such as the 
provision of housing to urban workers, can be included as additional 
inputs. The shadow prices computed from such an expanded system 
will therefore reflect nonmarket as well as market interdependence to 
the extent that it can be specified in quantitative form. 

In formal terms, it is also quite easy to extend the programming 
model in time and to compute future prices for commodities and fac- 
tors. The measurement of social profitability could then be made 
against a pattern of changing future prices. Given the degree of uncer- 
tainty attached to all future economic magnitudes, however, this is not 
likely to be a very useful procedure beyond the customary five-year 
planning period except in the most general terms. It would, however, 
be desirable to estimate the change in the equilibrium prices of foreign 
exchange and labor over a longer period of time, since these are the 
most important variables in choosing among investment projects. 


D. Investment Criteria and Comparative Advantage 


The linear programming approach provides a convenient link to the 
principle of comparative advantage because the optimal pattern of 
trade is determined simultaneously with the optimum allocation of in- 
vestment. The model is considerably more general than that of market 
equilibrium because it allows for different social objectives and takes 
account of costs and benefits other than those entering the market. The 
limitations to the programming model are of two sorts: the form of the 
restrictions that are specified, and the omission of relationships that 
cannot be expressed in quantitative form. 
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The introduction of inelastic demands or increasing costs does not 
create any more theoretical difficulty in a programming model than in 
the corresponding general equilibrium system, although the computa- 
tional aspects of such models have not been widely explored. The ac- 
counting prices perform the same function as guides to proper alloca- 
tion, but the test of social profitability must be applied in marginal 
rather than average terms. In development programs, this modification 
is particularly important in the case of exports, where the price elas- 
ticity of demand is often rather low.** As Nurkse [37] points out, mar- 
ginal comparative advantage for the underdeveloped countries may for 
this reason be quite different from that inferred from the average costs 
and prices of primary exports. 

The existence of increasing returns creates the same problem for the 
programming model as it does for equilibrium theory. Marginal-cost 
pricing is not sufficient to determine whether an investment should be 
undertaken, and the total cost of alternative solutions must also be 
considered. Although practical methods of solving pregramming models 
containing decreasing costs are now being developed, they do not give 
allocation criteria that rely only on accounting prices. It is approxi- 
mately correct to say that beyond a certain output level country A has 
a comparative advantage in the production of steel, but the precise de- 
termination of the break-even point depends on the level of output in 
other sectors also.” 

The most serious theoretical qualification to the principle of com- 
parative advantage comes from the type of nonquantitative interde- 
pendence among sectors that is assumed by Hirschman [23]. If, as he 
supposes, one growth sequence is more effective than another because 
it economizes on decision-making ability or provides a greater incentive 
to political action, a set of criteria having little or nothing to do with 
comparative advantage is implied. The empirical significance of these 
psychological and sociological factors remains to be established, but 
they lead to a conflict that cannot be resolved in economic terms. 

When the practical limitations on information and analysis are rec- 
ognized, the possibilities of conflict between comparative advantage 
and growth theory are greatly increased, and Wiles [65] suggests that 
marginal efficiency calculations may be less important. An aversion to 
risk-taking may be a valid reason for limiting the extent of specializa- 
tion in the export of primary products beyond the amount that would 
be optimum in the light of more accurate information. An inability to 


“A programming model including this feature is given in Chenery [9]. 
* The nature of solutions to this type of problem is considered in [11], from which the 
data in Table 1 were taken. In this situation of decreasing average cost, the programming 
model may provide a greater improvement over the solution using partial criteria. 
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measure the extent of economies of scale, labor training, and other 
sources of external economies also makes possible a continuing dis- 
agreement as to their magnitude. 


III. Comparative Advantage and Balance in Development Programs 


The inconsistent procedures that governments employ in formulating 
development policies are probably the most important source of conflict 
between the dictates of comparative advantage and of growth theory. 
Official pronouncements on development policy usually allege that both 
types of criteria have been (or should be) utilized in drawing up the 
program that is put forward, but the procedure followed in reconciling 
conflicts between the two is rarely made explicit. Since the analytical 
basis of most development programs is quite limited, it is important to 
look into the procedure that is actually used in order to discover sources 
of bias. 

Development programs must simultaneously confront two sets of 
problems. In the short run, progress is hampered by structural dis- 
equilibrium in factor markets and in the demand and supply of par- 
ticular commodities. This disequilibrium is reflected in the balance-of- 
payments difficulties that beset most low-income countries as they try 
to accelerate the process of development. In the longer run, the choice 
among sectors becomes increasingly important because the pattern of 
growth in each period will depend on the choices made previously. De- 
velopment programs that are influenced mainly by the existing struc- 
tural disequilibrium therefore tend to stress the need for greater bal- 
ance between domestic demand and supply, while those that take a 
longer view tend to pay more attention to comparative advantage. 

Although the procedures actually followed cannot be ascertained 
with any accuracy by an outside observer, these two aspects can be 
identified from characteristic elements in the analysis. The balanced 
growth approach is generally associated with target-setting in key sec- 
tors, stress on the avoidance of bottlenecks, and attempts to equate the 
supply and demand of labor, capital, and the more important com- 
modities. The extreme cases of this type of procedure are found in the 
communist countries. Less extreme examples, in which some attention 
is paid to comparative advantage, are the procedures of the Indian 
Planning Commission and the U.N. Economic Commission for Latin 
America. 

Characteristic elements of the comparative advantage approach are 
attempts to measure the relative efficiency of different types of produc- 
tion, the weighing of balance-of-payments improvements against other 
benefits to the economy (by means of accounting prices or otherwise), 
and usually a greater emphasis on partial analysis than on over-all 
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projections. Examples that will be cited are Puerto Rico, the Philip- 
pines, and Israel. : 


A. Procedures Emphasizing Domestic Balance 


The planning procedures developed in the USSR and applied with 
some modification in other communist countries represent in extreme 
form the use of balance as a criterion for resource allocation and the 
virtually complete omission of any test of comparative advantage. As 
revealed in recent studies by Montias [32] and Balassa [1], the main 
tool of Soviet-type planning is a very detailed system of material bal- 
ances specified in quantitative terms. Policy objectives are translated 
into production targets in which priority is given to heavy industry 
and other sectors that are expected to contribute to further growth 
(“leading links”). Prices are used mainly as rationing devices and have 
no necessary connection with production costs. The cumbersome cal- 
culations involved in arriving at balance of supply and demand for a 
large number of commodities limit the alternatives that can be tried 
out, so the main effort is to find a feasible program [32]. 

The question of comparative advantage scarcely arises in the USSR 
because of its size and diversified resources, although similar problems 
arise in connection with the choice of production techniques. When the 
Soviet planning system was transplanted to the satellite countries, how- 
ever, it ran into difficulties because of its inability to determine the ad- 
vantages to be secured from trade. According to Balassa [1, p. 264], 
the idea of comparative advantage did not exist in Hungarian develop- 
ment policy (at least until very recently) although trade has a high 
ratio to GNP. Exports are determined by import “needs,” and the in- 
stitutional structure is such as to encourage exporters to meet targets 
for exports without regard to production costs. Since prices do not re- 
flect resource use, it is impossible to determine where comparative ad- 
vantage lies and to what extent the trade pattern deviates from the 
optimum. 

Despite their violation of most short-term welfare considerations, 
the success of Soviet planning methods in producing a rapid rise in the 
national product makes them attractive to many underdeveloped 
countries. In India, for example, Mahalanobis’ “plan-frame” for the 
second five-year plan [30] draws heavily on Soviet methodology. He 
starts from the assumption that the rate of investment is determined by 
the level of domestic production of capital goods: ‘‘As the capacity to 
manufacture both heavy and light machinery and other capital goods 
increases, the capacity to invest (by using home-produced capital 
goods) would also increase steadily, and India would become more and 
more independent of the import of foreign machinery and capital 
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goods” [30, p. 18]. His analysis implies that export possibilities are 
so limited that they can be ignored, so that the composition of demand 
is limited by the composition of domestic output. In order to raise the 
level of investment, Mahalanobis concludes that investment in indus- 
tries producing capital goods should be increased from less than 10 per 
cent to 30-35 per cent of total investment in the second five-year plan. 

As Komiya [27] has shown, Mahalanobis’ approach to development 
ignores price and demand considerations completely. The targets for 
the four sectors in his model appear to be based mainly on the goal of 
creating heavy industry, which is assumed to be the key to future 
growth. Criteria of efficiency and comparative advantage are entirely 
omitted from his analysis. 

Although there are traces of the Mahalanobis approach in the second 
and third five-year plans formulated by the Indian Planning Com- 
mission, the final results are much less extreme. One basic problem is 
that exports are expected to rise only half as fast as national income 
between the first and third plan periods, while demand for the goods 
initially imported tends to rise much more rapidly. The inelastic de- 
mand for traditional Indian exports means that a considerable propor- 
tion of investment must be devoted to commodities that are presently 
imported. Within this category, the principles of comparative advan- 
tage should apply. In actuality, the emphasis has shifted somewhat 
from heavy industry in the second plan to agriculture in the third. In 
the latter document [19], increasing self-sufficiency in basic industrial 
commodities—steel, petroleum, machinery, etc.—is listed as a high- 
priority objective, but so is the maximum development of agriculture. 
Whether the resulting targets are consistent with comparative advan- 
tage is not considered in the published analysis.” 

The balance-of-payments difficulties of many Latin American coun- 
tries have also been a major factor in shaping the programming pro- 
cedure developed by the Economic Commission for Latin America 
[57]. This approach has been applied in considerable detail in studies of 
Colombia [58], Argentina [59], and Peru [60]. One basic conclusion 
of these studies is that the growth of exports will be much slower than 
the growth of demand for goods that are currently imported. Invest- 
ment therefore has to be heavily oriented toward import substitution, 
and the equality of supply and demand must be tested on a commodity 
basis to avoid balance-of-payments difficulties. In the three cases men- 
tioned, this balancing process is carried out by means of an input- 

*” On the basis of a simplified linear-programming model, Sandee [45, p. 25] finds that 
“up to 1970 more effective ways to employ capital for development exist than highly 
capital intensive steel-making,” suggesting that an analysis of comparative advantage would 


indicate more reliance on imports. The nonmarket benefits of production are omitted from 
his analysis, however. 
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output analysis in which imported goods are distinguished from 
domestic products in each category. 

In principle, comparative advantage can be used in the ECLA pro- 
cedure as a basis for the choice of import substitutes, but this has ap- 
parently been done only to a limited degree. Since the main emphasis is 
on balance, there is a danger that the initial assumptions as to levels 
of exports will not be re-examined after the extent of import substitu- 
tion required by a given program has been determined. The result may 
be a considerably lower productivity of investment in import substi- 
tutes than in exports if the two are not systematically compared. The 
drawbacks to this procedure are more serious in small countries like 
Colombia and Peru than in a large country like India, in which imports 
supply a smaller fraction of the total demand for commodities. 


B. Procedures Emphasizing Comparative Advantage 


Among countries having development programs, procedures that 
stress comparative advantage are less common than those emphasizing 
balance. Practically all policy statements list among their priority 
criteria factors presumably leading to comparative advantage, but 
there is little evidence as to how they are applied in drawing up pro- 
grams. 

The development procedures of the government of Puerto Rico come 
as close to being a pure application of comparative advantage as Soviet 
procedures are of principles of balanced growth. Unlike many low- 
income countries, Puerto Rico has an elastic demand for its exports 
to the U.S. market and can attract U.S. capital for profitable invest- 
ments. The government’s policy has been to give tax remission for ten 
years and to provide overhead facilities, labor training, and other in- 
ducements to industries that will benefit the island’s economy. In 
deciding which industries to promote, the Economic Development Au- 
thority has studied the long-term comparative advantage of a large 
number of alternative projects, since comparative advantage will lead 
to both satisfactory profits and maximum income. Low-cost labor (even 
with allowance for differences in productivity) has been the main 
element in comparative advantage, since most industrial materials must 
be imported. Allowance is also made for external economies in indus- 
tries that will supply inputs to other sectors.” 

Under this policy, the growth of per capita income has been as 
rapid (nearly 5 per cent annually) and the development of industry as 
marked (from 19 per cent to 25 per cent of GNP) over the years 
1948-1958 as in any country following a deliberate policy of balanced 


™The Puerto Rican experience is discussed by Baer [2]; the evaluation procedures are 
described in mimeographed reports of the Economic Development Authority. 
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growth. The planning procedure depends very largely on the particular 
relation of Puerto Rico to the United States and its small size. These 
factors make it unnecessary to worry about the elasticity of demand 
for exports or the dangers of dependence on foreign sources for essen- 
tial imports, which so preoccupy the Indian and Latin American plan- 
ners. With reliable export and import markets, domestic balance is not 
a problem. 

Since the assumptions of the classical model are not approached so 
closely in most underdeveloped countries as in Puerto Rico, the 
calculation of comparative advantage usually departs farther from 
the market evaluation. In a more typical case the Philippine National 
Economic Council has outlined a procedure for applying the SMP 
formula under Philippine conditions [39]. This analysis starts from 
the market evaluation of the profitability of an investment and adds 
corrections for the project’s effect on the balance of payments, its use 
of domestic materials, and its use of domestic labor, each with a suitable 
weight. This procedure may be justified by comparison to the linear 
programming criterion of social profit. In principle the proper correc- 
tion to private profit is obtained by giving each a value equal to the 
difference between its shadow price and its market price.” In the Philip- 
pines, this would mean a bonus for labor and a penalty for foreign ex- 
change use (or a bonus for foreign exchange saving). Higgins [22, 
pp. 654-62] shows that the weights assigned in the Philippines tend to 
exaggerate these effects. The use of the same weight for all domestic 
materials may lead to serious error, since not all are overvalued by 
market prices. 

The government of Israel has developed one of the most systematic 
procedures for measuring comparative advantage as a basis for allocat- 
ing investment funds and foreign exchange. In effect, the Ministry of 
Finance evaluates projects on the basis of accounting prices for foreign 
exchange and capital, taking into account the indirect use of foreign 
exchange in sectors supplying inputs such as power or industrial ma- 
terials. The calculation is summed up as the cost in domestic resources 
of a dollar earned or saved, and it is applied equally to exports and to 
import substitutes. The calculation of domestic value added is also 
made by exporters as a basis for export subsidies [3, p. 23]. In allocat- 
ing the government’s development budget, priority is given to projects 


* The social profit, Ily, may be expressed as: 
(4b) Il ii, + ayjAPj, 


where Il, is private profit per unit of output calculated at market prices and AP, is the 
difference between the market price and shadow price of commodity i. The elements 
AP, may be regarded as weights attached to each input or output coefficient. 


| 
| 
= 


46 THE AMERICAN ECONOMIC REVIEW 


whose domestic cost of earning or saving foreign exchange is less than 
the current estimate of its accounting price. This procedure can also be 
rationalized by means of the linear programming criterion of social 
profitability. Instead of measuring the value derived per unit of invest- 
ment with accounting prices for foreign exchange and labor, as in the 
SMP formula, the cost per unit of foreign exchange acquired is com- 
puted using an accounting price for capital. When the same shadow 
prices are used, all three measures give the same result. 

Although it is dangerous to generalize from the limited evidence on 
development policies that is available, there appears to be some relation 
between the type of procedure adopted and the characteristics of the 
economy in a number of the cases examined. Small countries are forced 
to pay more attention to comparative advantage because they cannot 
hope to produce the whole range of manufactures and primary prod- 
ucts, while large countries may be tempted to follow more autarchic 
policies.** The importance given to balanced growth also depends to a 
large extent on the country’s recent experience with its export markets 
and the state of its foreign exchange reserves and borrowing capacity. 
Puerto Rico and Israel can both count on substantial capital inflows 
which make it unnecessary for them to approach balanced trade in the 
near future, while India has much less leeway. 


IV. Conclusions 


This paper has considered development policy from the standpoint 
of economic theory, as a problem in operations research, and as it is 
actually carried on by governments. Much of the confusion in the field 
stems from a failure to distinguish these different levels of analysis. 
Theorists are prone to suggest decision rules that omit some of the rele- 
vant institutional limits, while economists who have been working in 
particular areas often arrive at conclusions that do not fit other cases. 
- As in other fields of economics, most of the disagreement can be traced 
to implicit differences ‘n assumptions. 

There are a number of contradictions between the implications of 
trade theory and growth theory. To make the two theories consistent, 
it is necessary to discard the assumption of equilibrium in factor mar- 
kets, to allow for changes in the quantity and quality of factors of 
production over time, and to take account of internal and external 
economies of scale. Although under these assumptions market forces 
do not necessarily lead to efficient resource allocation, a pattern of pro- 
duction and trade can be determined that maximizes income over time. 
The commodities to be produced and traded cannot be determined by a 


"Japan is one exception to this generalization, partly due to its dependence on im- 
ported raw materials. 
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simple ranking procedure along the lines of classical comparative ad- 
vantage because of the interdepenence among sectors. At best, it may 
be possible to say, for example, that a country has a comparative ad- 
vantage in steel production for a specified set of production levels in 
supplying and using sectors. In advanced countries, this qualification 
may be unimportant, but in the less developed ones it is venanell in a 
number of industries. 

Much of the attack on the use of comparative advantage is ined on 
its omission of various nonmarket elements. It is assumed that the in- 
clusion of the latter favors the development of industry, and special 
benefits are often attributed to capital goods and heavy industry. The 
intangible benefits stemming from trade in the form of new products, 
improved technology, and technical assistance tend to be overlooked in 
this discussion. Although I support the critics who wish to include more 
of growth theory in determining the desirability of specialization, I 
doubt that this extension will favor balanced growth to the extent that 
they suppose. 

The other main theoretical attack on comparative advantage is 
aimed at its supposed support for continued specialization in primary 
exports. Granting the low elasticity of demand for many primary 
products, it is wrong to conclude that comparative advantage is there- 
by superseded by principles of balanced growth. The increasing short- 
age of foreign exchange makes it even more important to economize on 
its use and to seek efficient ways for increasing its supply. The com- 
parison of domestic to foreign sources of supply that is implied by com- 
parative advantage is no less relevant to this situation than to the case 
in which investment is more evenly divided between exports and im- 
port substitutes. 

The aspects of growth theory which do not seem to be reconcilable 
with the notion of comparative advantage are the sociological and po- 
litical effects of choosing one production pattern instead of another. 
While the concept of opportunity cost can be extended to include a 
number of nonmarket phenomena, such as labor training and overhead 
facilities, it can hardly be stretched to cover differences in fertility 
rates or political attitudes. So far as I can see, in the present state of 
knowledge of social phenomena, considerations such as these may be 
used to modify the results of economic analysis but cannot be directly 
incorporated into it. 

At the level of operations research, the search for simple decision 
rules for investment in low-income countries seems to have been useful 
mainly in exposing the fallacies in some of the common rules of thumb. 
One can specify conditions under which ratios such as the capital in- 
tensity or the effect on the balance of payments would be a valid indi- 
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cator of the desirability of an investment, but the apparent gain in 
simplicity is offset by the danger of applying the test in inappropriate 
circumstances. A more fruitful approach to partial equilibrium analysis 
is provided by the use of accounting prices to compute the social profit- 
ability of a given use of resources. This method allows simultaneously 
for several overvalued or undervalued inputs, and it can include what- 
ever elements of general equilibrium analysis are available. 

Since market forces cannot be relied on to balance supply and de- 
mand under conditisns of initial disequilibrium and accelerated growth, 
a principal concern of development policy is to ensure the consistency 
of production levels with commodity demands and factor supplies. The 
technique of linear programming is designed to combine the test of 
consistency with the test of the social profitability of a given resource 
use. Although it cannot be applied very extensively in underdeveloped 
countries as yet, the programming methodology serves as a guide to 
improved practical measures. 

To most economists, a survey of the procedures actually followed in 
designing development policy would probably suggest that balance is 
overemphasized and that the potential gains from trade are often neg- 
lected. This emphasis may be partly justified by the greater uncertain- 
ties attached to trade and by an aversion to risk that is greater than 
seems warranted to the outside observer. Better understanding of the 
working of the underdeveloped economies and better information for 
planning is needed to redress the balance and enable countries to secure 
the potential gains from trade without conflict with measures for do- 
mestic development. 
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THE DIFFERENTIAL EFFECTS OF TIGHT MONEY 


By G. Bacn anv C, J, Humenca* 


Restrictive monetary policy is widely opposed because of its alleged 
undesirably discriminatory effects, ‘Tight money, it is claimed, lets big 
borrowers go free while shutting off little ones. It restricts construction 
activity while letting investment in plant and equipment boom, Con- 
versely, it restricts investment so sharply it induces recession, It runs 
up interest costs to those least able to pay. It penalizes new borrowers 
at the expense of old established customers, All these claims, and many 
more, have been urged upon Congress, by economists and by others, as 
powerful reasons against reliance on restrictive monetary policy to 
check moderate inflation. 

Given substantially full employment, any restrictive policy is dis- 
criminatory in the sense that it charges the allocation of resources 
from what would have prevailed in the absence of the restriction. 
Assume full employment with excess demand (inflationary pressure) 
and some given allocation of resources, If monetary policy is now used 
to produce a smaller money supply than otherwise would have existed, 
a different allocation of resources may result. It is this shift in re- 
sources which is presumably meant when critics speak of the discrim- 
inatory (or differential) effects of tight money. We shall use the term 
in this sense. 

The following pages describe an investigation of the “discrimina- 
tory” effects of tight money which isolates these effects by studying the 
differential lending-investing policies during the 1955-57 period of 
“tight” banks in contrast to those of “loose”? banks which were other- 
wise substantially identical but where there was little or no pressure of 
tight money. 

* The authors are, respectively, professor of economics at Carnegie Institute of Tech 
nology and acting assistant professor of business economics at the University of Cali- 
fornia, Los Angeles. We are indebted to the Ford Foundation for faculty research and 
doctoral fellowships which made this research possible, and to the Commission on Money 
and Credit for financial support. We are equally indebted to the Board of Governors of 
the Federal Reserve System for making available the basic data, for extensive statistical 
work in restructuring data to fit the needs of the study, and for discussions of the 
analytical problems, In the latter connection, James Eckert, Albert Koch, Roland Robin- 
son and Edward Snyder were especially helpful, as were our colleagues Edwin Mansfield, 
Allan Meltzer and Franco Modigliani. 
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I, Design of Study 


Identification of possible discriminatory effects of tight money dur- 
ing any period of credit restraint is. difficult, In 1955-57, for example, 
we know that commercial bank lending to large borrowers rose much 
more than that to small borrowers, But this fact is not necessarily evi- 
dence that tight money led banks to discriminate against small bor- 
rowers, Instead, the observed results may have arisen largely from 
the demand side of markets rather than from the supply side, and 
indeed there is much evidence that such was the case in that particular 
period, The problem is to devise a method of isolating the supply 
effects (that is, the discriminatory effects of tight money in restricting 
lending) as distinct from the effects of differing demands for credit. 

To isolate the effects of tight money on the behavior of lenders, the 
following basic design was used. First a period was chosen when money 
was generally agreed to be tight and growing tighter-—-October 1955 
to October 1957. Then a large sample of banks (about 1700) was 
chosen, large enough to permit stratification so that substantial num- 
bers of banks in all major cells were presumably substantially identical 
in all respects (including potential loan demand) except for the dif- 
ferential impact of tight money upon them. Then the banks were 
divided into three subgroups——“tight,” “medium,” and “loose,” de- 
pending on the degree of tightness induced in them by the over-all 
tightness of money. The tightest quartile of banks was placed in the 
tight group, the next two quartiles in the medium group, and the loosest 
quartile in the loose group. The loose banks, as is explained below, were 
selected so that it would be agreed that they were loose by almost any 
reasonable test-—for example, they were not tight by standard tests at 
the beginning of the period, and they gained more deposits over the 
period than they increased their loans and investments." 

Then the lending and investing behavior of these three groups of 
banks was compared over the period, with the presumption that the 
tight quartile would reflect the differential impact of tight money on 
the supply side, when compared with the loose quartile which appar- 
ently felt little if any pressure of tightness. This comparison between 
the tight and loose quartiles seems especially apt to isolate the dif- 
ferential effects of tight money, since loose banks were clearly quite 
loose and there is little evidence that they refused any borrowers be- 
cause of shortage of lending power or for any reason other than failure 
of borrowers to meet general banking standards of credit-worthiness. 

*The terms tight, medium and loose are intended, ag brief terms to indicate relative 


status. They are not intended to convey absolute status with any precision, except, as is 


noted below, that the loose banks were demonstrably loose by almost any reasonable 
standard. 
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In testing different hypotheses about possible discriminatory effects of 
tight money, banks were stratified by size and other major characteris- 
tics within each of the three tightness groupings, to assure compara- 
bility on factors other than tightness, 


A. Nature of Sample and Information Obtained 


The basic sample consisted of about 1700 Federal Reserve member 
banks, with identical banks reporting in October 1955 and October 
1957, Reporting banks held nearly 90 per cent of all commercial and 
industrial loans at member banks. The sample provided almost com- 
plete coverage of all central reserve city and reserve city banks, with 
about one-fourth of all country member banks. The sample was drawn 
on a stratified basis by the Federal Reserve System for its two major 
studies of commercial and industrial loans in 1955 and 1957, All sample 
data were then “blown up” to cover all commercial member banks in 
the United States." 

Information in both years was collected on the following items: 
(1) complete call report data for each reporting bank, including infor- 
mation on all major asset and liability items; (2) the following infor- 
mation on individual commercial and industrial loans on the books of 
each reporting bank as of October 5, 1955 and October 16, 1957: 
(a) business of borrower (13 categories); (b) total assets of bor- 
rower; (c) form of business organization—incorporated or unincorpo- 
rated; (d) amount of loan outstanding; (e) original amount of loan; 
(f) whether loan was a term loan; (g) whether loan was secured or 
unsecured; (h) interest rate on loan. 


B. Measures of Bank Tightness 


For explaining banker (lender) behavior, how tight a bank is de- 
pends on how tight the banker (the decision-maker) feels it is. One 
bank may be extremely tight for lending purposes, even though it has 
a large volume of excess reserves and liquid securities, if the banker 
believes that these reserves and securities are essential to the sound 
operation of the bank, Another bank may be loose for lending purposes, 
even though it has very small excess reserves and only a modest supply 
of liquid securities, #f the banker feels that he nevertheless has more 
reserves and more securities than he needs for normal operating pur- 
poses (assuming that he is within standard examination regulations). 
Thus, standard measures like excess reserves and free reserves are not 
reliable measures of bank tightness for lending purpases. 

This point becomes clearer if one remembers that the individual 


* Details of the sampling procedure and the reporting forms were published in the 
Federal Reserve Bulletin (9, 10). 
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banker can alter his volume of excess reserves (and hence his lending 
power) with relative freedom by restructuring his asset portfolio—say 
by selling off bills or bonds. Thus one must consider the whole asset 
portfolio—not just a simple measure of excess or free reserves—if he is 
to have a reasonable measure of how tight the individual bank is. And 
the banking system as a whole can similarly increase its excess reserves 
by selling securities to others, though to a lesser extent since it must find 
noncommercial-bank buyers, a limitation which the individual bank does 
not face. 

This poses difficult problems of measuring the tightness of individual 
banks and of the banking system. We cannot peer into the banker’s 
mind to see what makes him feel tight or loose. Indeed, the banker’s 
own word is possibly not to be accepted. So we need to search for 
surrogate measures. 

Banking System as a Whole. Over the period from October 1955 
to October 1957, it is widely agreed that money was tight and becom- 
ing increasingly tighter for the banking system as a whole." At least 
four types of evidence support this belief. 

First, Federal Reserve authorities, bankers, and virtually all ob- 
servers in the financial press spoke out on the increasing tightness of 
money. While such statements are of course not conclusive, their gen- 
eral uniformity was striking.* 

Second, over the period commercial banks shifted heavily out of 
long-term bonds into short-term government securities and loans. Be- 
tween October 1955 and October 1957, loans at all members banks 
increased from $67 billion to $80 billion while bonds of 5 years or 
longer maturity declined from $24 billion to $10 billion, This shift was 
a clear indication of increasing pressure on the banking system so far 
as the ability to make loans was concerned. 

Third, interest rates had risen substantially by the beginning of the 
period, and continued to rise through it, as is indicated by Table 1. 

Fourth, there was virtually no growth in the money supply, although 
the volume of transactions to be financed and population rose substan- 
tially over the period. Currency and demand deposits outside banks 
totaled $132 billion in October 1955, and only $134 billion in October 
1957. At the same time gross national product rose from $392 billion 

*The exact dates chosen (in October of each year) were dictated by the availability of 
data—both call-report data and, more important, data on the large-scale Federal Reserve 
commercial loan surveys which were avilable for only those two specific months. Ac- 
tually, a period ending a few months -arlier, in the summer of 1957, would have been 


better, since apparently the peak of tight money occurred some time in the late summer. 
However, there was no substantial easing of money over the few months before October. 

*See, for example, the annual reports of the Board of Governors of the Federal Reserve 
System [7]; “Bank Credit and Money” in [5] [6]; the New York Times financial pages 
112]; and Business Week 
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Rares, Ocronre 1955-Ocronmr 1957 


Average for 1954 October 1955 October 1987 


U.S, Treasury bills a 2.2 4.6 
Vrime commercial paper 1.6 2.7 4.1 
Aaa corporate bonds 2.9 41 


(annual rate) for the third quarter of 1955 to $440 billion (annual 
rate) for the third quarter of 1957," 

Clearly, there have been other periods when money was tighter, and 
in part the increasing tightness was a return to more normal times from 
the very low interest rates of the preceding decades, For purposes of 
this study, however, it is important merely that money was tight 
enough to put the tighter banks under substantial pressure to refuse 
some otherwise acceptable borrowers, and that it was becoming tighter. 
These conditions were clearly present, Nor do the findings depend on 
the extent to which this tightness reflected conscious Federal Reserve 
policy. Since the money supply remained roughly constant, the increas- 
ing tightness obviously reflected mainly increasing demand for money. 

Individual Banks, To test tight money hypotheses, we ranked all 
individual banks by degree of tightness as of October 1955, and by 
increase in tightness between October 1955 and October 1957. A more 
satisfactory measure than excess or free reserves appeared to be the 
ratio; 

excess reserves — borrowing + government bills and certificates 
deposits 


We call this a looseness ratio, since an increase in the ratio means that 
the bank has become looser for lending purposes. 

This ratio was used to rank individual banks as of October 1955. 
The ratio reflects the fact that banks consider short-term governments 


* The traditional measures of excess reserves and “free” reserves provide little help in 
assessing the tightness of the banking system over the period in question. Excess reserves 
averaged about $S00 million during October of each year, This reflected the fact that 
excess reserves were substantially at their operating minimum by 1°55, given the mores of 
many bankers about excess reserves. Thus they could not practically be reduced further, 
Free reserves (excess reserves minus borrowing) averaged —$360 million in October 
1OSS and —S344 million in October 1957. Banks that were willing to borrow at the Fed- 
eral Reserve were doing so substantially by October 1955, and again to about the same 
extent in October 1957, Both the free and the excess reserve figures emphasize that many 
banks nowadays manage their portfolios so as to hold excess and free reserves at what 
they consider reasonable minimum levels, especially when interest rates are high. Thus, 
whether money is loose or tight, excess reserves for the system stay at about the same 
level. Free reserves are more volatile and are significant for many large banks. But they 
too provide a very imperfect measure of the tightness of the system, for the reasons noted 
above and because only a small fraction of banks view borrowing at the Federal Reserve 
as a significant device for adjusting their reserve positions. 
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as secondary reserves, only slightly differentiated from actual reserves. 
Moreover, this ratio varies appreciably at individual banks with 
changes in economic conditions, at the same time that the ratio of ex- 
ess reserves, or even free reserves, to deposits varies little for most 
banks. The ratio falls (indicates tightening) for the banking system as 
a whole and for most individual banks over the 1955-57 period, when 
we know that money was tightening for the system as a whole, On the 
other hand, the ratio has weaknesses, For example, it does not reflect 
the fact that interbank deposits provide a special source of liquidity to 
some banks; thus, most small country banks were probably relatively 
looser than the ratio shows, Neither is vault cash included. Nor are 
near-maturity securities other than bills and certificates. Most impor- 
tant, it does not include longer-term government securities, but thane are 
convincing reasons for this exclusion.® 

We have no clean-cut objective basis for selecting the seadenaes ratio 
used, The case is that it is a reasonable measure a priori, and that all 
the likely alternatives have serious drawbacks. The ratio was tested 
against other measures, including excess and free reserves, For example, 
the ratio of loans to government securities was examined, on the theory 
that the higher the loan ratio becomes the tighter the bank will be 
since it has less opportunity left to shift from government securities 
to loans. This measure, like the looseness ratio including government 
bonds, proved of limited usefulness because it mainly reflected the 
lending-investment preferences of individual banks, rather than serv- 
ing as a fundamental measure of tightness for the rank-ordering of 
banks. 

To measure the change in tightness between October 1955 and Octo- 
ber 1957 two tests were initially applied. First, all individual banks 
were ranked by the decrease in the looseness ratio between October 
1955 and October 1957. Second, banks were ranked according to the 
percentage increase in their deposits over the period, For the individual 
bank, as distinguished from the banking system, it is primarily gain or 
loss of deposits which makes the bank looser or tighter for new lending 
and investing. Therefore, the simplest measure of whether an individ- 
ual bank is growing looser or tighter is the extent to which it is gaining 
or losing deposits. Thus, all banks were ranked by percentage increase 

"Government bonds, which are not included in the numerator, obviously help. increase 
liquidity ‘and hence decrease the tightness of a bank. While individual banks can obtain 
funds for loans by selling government securities, holdings of long-term governments at 
many banks are so large relative to bills, certificates, and free reserves, that their inclusion 
would swamp the ratio. Thus the ratio with long-term government securities included 
would tend to reflect primarily the investment preferences of individual banks and would 
lose most of its virtue as a measure of tightness for ranking individual banks. 


To avoid the danger that the deposits and reserve figures in the ratio would be thrown 
off by special temporary factors, monthly averages were used, rather than one-day figures. 
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in deposits over the two-year period, Banks with the greatest loss of 
deposits showed the greatest increase in tightness, with others ranked 
in order of deposit gain. 

Broadly, the rank-order results for individual banks were similar 
using these two methods over the 1955-57 period. However, the 
change-in-deposits method both seemed more significant in explaining 
individual bank lending-investment behavior and offered a more sharply 
discriminating measure as among individual banks. This is because 
changes in the tightness ratio were quite small for most banks, so that 
the individual bank ranking might be considerably influenced by small 
special circumstances, while differences in the rate of deposit growth 
were large. Thus, we decided to use the second measure alone—change 
in deposits between October 1955 and October 1957—as the criterion 
of the extent to which banks became tighter or looser." 

To obtain the final tightness ranking of all individual banks, the 
ranking as of 1955 and the ranking by increase in tightness for the 
1955-57 period were combined in the following way. First, banks were 
divided into the tightest and loosest halves on the basis of the looseness 
ratio as of October 1955, Then, all banks in the tightest half for 1955 
were rank-ordered by the degree to which their tightness increased 
over the succeeding two years, as measured by relative deposit loss or 
gain, The tight group for the study (the tightest quartile) was then ob- 
tained by taking the SO per cent of the tight half as of 1955 which 
showed the greatest further increase in tightness by 1957. Similarly, 
the loosest half as of 1955 was rank-ordered by change in tightness, 
and the 50 per cent showing the greatest increase in looseness was con- 
sidered the loose group for the study. The remaining two inner quar- 
tiles were considered the medium group." 

This test combines tightness as of the beginning of the period with 
change in tightness. In principle, there need be no relationship between 
these two measures, On the other hand, the purpose was to segregate 
at the two extremes banks which both were tight in absolute level and 
became tighter, from those that were clearly loose in absolute level and 
became looser. The procedure followed achieved this result. Thus, banks 
in the loose quartile had looseness ratios of 3 per cent and higher in 
October 1955, as compared to only 1+ per cent for all banks. More- 

"A further study was made to test the significance of using both measures. Limitation 
of the tight group to banks that were in the tightest quartile by both the change-in-loose- 


ness ratio and the change-in-deposits tests eliminated only a small fraction of the banks. 
This further refinement was therefore dropped. 


*Since large city banks were heavily concentrated in the tight group, about 40 per cent 
of total commercial bank assets were included in that group. About 45 per cent were in 


the medium group, and about 15 per cent in the loose group in which smaller country 
banks predominated. 
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over, their gain in deposits ranged from 8 per cent to over 100 per cent 
for the two-year period, compared to only a 4.5 per cent increase for 
the banking system as a whole—while about half the banks in the tight 
group actually lost deposits over the two-year period.” Most important, 
the loose banks as a group gained more deposits over the period than 
they expanded their loans and investments, Thus, they obtained more 
new funds for loans and investments than they used. Under this cir- 
cumstance it is hard to see how these banks can have felt themselves 
seriously restrained by tight money." 


C. Hypotheses Investigated 


Using this analytical approach, five general hypotheses were .con- 
sidered: (1) That tight money induced banks to shift from government 
securities to loans. (2) That tight money led banks to discriminate 
against small borrowers in lending to businesses. (3) That tight money 
led banks to differentiate in favor of particular industry groups among 
business borrowers. (4) That tight money was effective in checking 
loans especially to those firms which were primarily responsible for 
the 1955-57 investment and inventory boom. (5) That tight money led 
banks to raise interest charges especially to small borrowers and to 
particular industry groups against which they wished to discriminate. 
The succeeding sections examine these hypotheses in.turn. 


Il. Effects on Bank Lending and Investing 


Table 2 compares the behavior of tight, medium, and loose banks in 
extending loans and investments over the 1955-57 period as money 
grew tighter. The left-hand portion of the table shows the percentage 
increases of total loans and investments and all major subclasses at 
loose, medium, and, tight banks. Percentage increase figures are used 
because absolute figures would overweight the large banks in what- 
ever groups they fell (largely the tight and medium groups). The 
right-hand portion of the table shows the relative increases (or de- 
creases) in loans and investments at loose, medium, and tight banks. 
Though only relative changes are shown, the absolute amounts in all 
cells are large. 


* Studies were made of the differences in groupings obtained by using either the as-of- 
1955 or the 1955-57 change measure alone. Surprisingly, not very great changes were 
obtained in the tight and loose groups by limiting the test to the situation as of October 
1955 or by taking the change-in-deposit ranking alone. Thus, it appears that, in a broad 
sense, the banks that were already tight in late 1955 were the ones that tended to become 
even tighter over the following two years, 


” This same excess of new deposits over new loans and investments was shown by all 


small (country) banks as a group. There was a massive shift of deposits (and lending 
power) from very large to small banks. See [11, p. 424]. 
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Taste IN Asset Classes, Octoser 1955—Octroper 1957 


Relative Increase, with Per 
Per Cent Increase at: Cent Increase at Loose 


tanks = 100 
Asset Groups Banks = 10K 


Loose | Medium] Tight Loose | Medium] ‘Tight 
Banks | Banks | Banks Banks Banks | Banks 


Total Loans and Investments x 100 30 qd 
Rills and certificates : 242 100 278 
Other government securities 

under 5 years ‘ 12 100 33 
Government securities over 

5 years -52 - (*) (*) 
Other securities h 100 . —129 
Commercial and industrial 

loans 3. f 100 53 
Real estate loans 100 19 
Security loans 100 
Agricultural loans k - 100 
Loans to individuals K 100, 37 


* Decrease in all groups, 


As the left-hand portion shows, all banks increased their total loans 
and investments, but the loose banks did so the most. All banks sold off 
long-term government securities, presumably to obtain funds to in- 
crease other assets. All banks increased their holdings of short-term gov- 
ernment securities and of commercial and industrial loans, loans to in- 
dividuals, and real estate loans, The large percentage increase in short- 
term government securities of all banks, however, is caused in sub- 
stantial part merely by long-term bonds moving down into the under- 
5 years category, rather than by actual bank sales of long-term bonds 
and purchase of short-term issues. If adjustment is made for this 
moving down in issues held, it is still true for all banks combined that 
there was some shift from long- to short-term government securities, 
but not much. This qualification does not, so far as we can tell, throw 
doubt on the differential behavior shown by loose and tight banks." 

But there were appreciable differences in the behavior of tight and 
loose banks, as indicated by both halves of the table. Tight banks sub- 
stantially reduced their holdings of other securities and of agricultural 
and security loans, while building up their short-term government 
securities more heavily than other banks. Their increase in loans was 
smaller than at other banks, and the differences in lending-investing 

“This result seems surprising, since bankers are generally thought to draw first on 
short-term government securities to obtain loan funds when reserves become tight. Once 
adjustment is made for the downshifting of maturities, the actual dollar increase in bills 


and certificates at tight banks in Table 2 is small, but not insignificant. In any case, it is 
clear that tight banks drew most heavily on longer-term securities to obtain loan funds. 
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behavior at tight and loose banks were greatest within the loan cate- 
gories. Tight banks increased real estate loans much less than did loose 
banks. But still more, they squeezed security and agricultural loans 
heavily to obtain funds for modest expansions in other loan categories. 
On the other hand, security and agricultural loans have never been 
dominant parts of the loan portfolio of the banking system, and the 
actual dollar shift of loans was more modest than might appear from 
the relative increases."* 

It may be surprising that the tight banks did not shift more heavily 
from low- to high-yield assets under the pressure of tight money. The 
explanation is probably found largely in the force of traditional stand- 
ards of banking practice. Most bankers, even when very tight, are re- 
luctant to go beyond certain widespread notions of portfolio balance, 
which vary substantially by class and location of bank. For example, 
loans amounting to much more than 50 per cent of total assets appar- 
ently seem excessive, or at least of dubious propriety, to many bankers. 
Moreover, bankers understand their needs for liquidity and do not con- 
sider loans very liquid, in. spite of the technical availability of the 
Federal Reserve rediscount window, Federal Reserve informal and 
formal actions reinforce this reluctance to rely extensively on redis- 
counting except in special temporary circumstances. Thus, many bank- 


ers continue to be the generally careful, cautious people they are com- 
monly reputed to be in determining their portfolio balance, even when 
profits beckon in, say, higher automobile or real estate loans."* 

If we assume that loose banks felt little or no restraint from tight 
money (as is strongly suggested by the evidence on pages 58-59), then the 


“It might appear that this differential behavior of tight and loose banks is explained 
not by differing tightness, but merely by the fact that the expected mean value of the 
lending-investing behavior of the two groups is similar so that they will both tend to 
move toward it-—the so-called “regression fallacy.” In Table 2, the greater shift from 
government securities to loans at loose banks might simply represent a movement of the 
loose and tight banks back toward a common portfolio balance after the tight group had 
by chance increased their loans more rapidly. But examination of the nine asset categories 
in Table 2 shows disparate behavior that is not explained by the regression fallacy. While 
we cannot be sure that the observed lending-investing differences between tight and loose 
banks are explained by differing tightness, the behavior is generally consistent with what 
we would a priori expect to observe from the tight-money hypothesis; and we find 
no other reasonable hypothesis to which the observed behavior can be attributed. 

"For a summary of banker interviews on the extent to which tight money changed 
lending policies, see [11, p. 431 ff.] 

Apparently bank examination standards per se did not significantly limit bank loan 
expansion during the period. In an unpublished doctoral dissertation at Carnegie Institute 
of Technology, David Chambers found that even tight banks (using our groupings) gen- 
erally stayed well within the formal examiners’ limits. Other tests confirmed this general 
conclusion. But widespread knowledge of examiners’ expectations, of course, may have 
helped mold bankers’ mores as to how far they can reasonably go in shifting to loans, and 
to higher-yield risky loans within the loan category, when money becomes tight. 
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Tas_e 3—IncrEAsE Assets AT BANKS OF DiFFERENT SIZEs, 
Ocroper 1955—Ocroser 1957 


Relative Increase, with Per 

Per Cent Increase at: Cent Increase at Loose 

Assets at Banks of Banks = 100 
Different Sizes* 


Loose | Medium} Ti Medium | Tight 
Banks | Banks Banks Banks 
Total Loans and Investments 
All banks 23 39 
Under $10 million 31 32 
$10-100 million 19 21 
$100-1,000 million 23 54 
Over $1 billion (*) 100 


Bills and Certificates 
All banks 98 
Under $10 million 
$10-100 million : 110 

$100-1 ,000 million 212 
Over $1 billion 100 


Other Government Securities 
under 5 Years 
All banks 
Under $10 million 
$10—100 million 
$100-1 ,000 million 
Over $1 billion 


Government Securities over 
5 Years 
All banks 
Under $10 million 
$10-100 million 
$100-1 ,000 million 
Over $1 billion 


Other Securities 
All banks 
Under $10 million 
$10-100 million 
$100-1 ,000 million 
Over $1 billior 


Commercial and Industrial 
Loans 

All banks 25 100 

Under $10 million 68 4 100 

$10-100 million 36 16 100 

$100-1 ,000 million 51 19 100 

Over $1 billion (*) 30 


* All categories by bank size are based on deposits as of October, 1955. 
» No banks over $1 billion deposits in the loose category. 
® Decrease in all groups. 


62 
278 
739 
271 
790 
129 
36 26 12 100 72 46 
41 19 9 100 46 22 
32 25 27 100 78 85 
= 38 26 11 100 68 29 
35 7 100 19 
—49 —52 —52 
—48 —48 —45 
—51 | -Ss2 | —55 () (*) 
—50 
(>) —56 —52 
uM 5 ~10 100 15 — 29 
55 17 3 100 31 1 
27 12 7 100 4 26 
23 5 —18 100 21 — 76 
i 
70 53 
26 6 
67 44 
60 37 
100 64 
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Taste 3—Continived 


Real Estate Loans 
All banks 32 
Under $10 million 35 
$10-100 million 
$100—1 ,000 million 
Over $1 billion 


Security Loans 
All banks 
Under $10 million 
$10-100 million 
$100-1 ,000 million 
Over $1 billion 


Agricultural Loans 
All banks 
Under $10 million 
$10—100 million 
$100-1 ,000 million 
Over $1 billion 


Loans to Individuals 
All banks 24 
Under $10 million 22 
$10-100 million 21 
$100-1 ,000 million 31 
Over $1 billion 18 


comparative data for tight banks provide a direct measure of the dif- 
ferential impact of tight money. Even if the loose banks felt some re- 
straint, since the tight banks clearly were much tighter the comparative 
data still provide direct evidence on the “discriminatory” effects of 
tight money on bank lending and investing behavior. 

Attributing the differences in Table 2 to tight money implies that 
banks of comparable size in the three groups were substantially identi- 
cal on other grounds, particularly in the loan demands they felt. We 
believe this was substantially true."* The 1700 banks in the sample, as 
indicated above, provide substantially complete coverage of large- and 
medium-sized banks; and the sample of small banks was carefully 
stratified geographically and in terms of other significant bank char- 
acteristics. Lending-investing behavior varied at banks of different 


“This is, of course, a crucial assumption. Otherwise, observed differences between the 
behavior of tight and loose banks cannot necessarily be attributed primarily to differences 
in tightness. We can only report that, in addition to the careful sampling procedure fol- 
lowed, we have examined the bank groups in detail for other characteristics that might 
explain a significant part of the observed differences, and have been unable to find any— 
for example, geographical or urban vs. country location. It is important to remember, 
however, that separate analysis of banks of different sizes is important at several points 
because of the relative concentration of large, city banks in the tight group and small, 
country banks in the loose group. 


3 
68 
" 16 6 100 50 19 
19 13 100 54 37 
13 8 100 42 26 
20 6 100 84 25 
14 3 100 22 
154 22 —20 100 14 —113 
1248 542 948 100 43 76 
13 68 16 100 523 123 
54 - 1 -1 100 - 3 - 2 
(>) 1 —32 100 —467 
| 4 3 —10 100 75 —250 . 
| 2 8 - § 100 400 —250 
8 —27 9 100 —338 113 i 
13 22 —25 100 175 —202 } 
1 —77 100 |—1316 
7 100 80 37 
14 100 79 50 
14 100 84 56 
11 100 75 27 
7 7 100 39 
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sizes. Table 3 provides complete data, comparable to Table 2 above, 
for banks of different sizes. 

Another possible objection to this interpretive pattern is that tight 
money may have driven some borrowers away from tight banks, but 
that these borrowers readily obtained the desired loans at loose banks 
(which were under little restraint), so the apparent differential effects 
at tight banks were just offset at loose banks. This hypothesis depends 
on the assumption of high mobility of borrowers between tight and loose 
banks. While some such mobility certainly existed, it was far from 
perfect. For large borrowers, loose banks of adequate size to make large 
loans were very scarce; there were no banks of over $500 million 
deposits in the loose category. For smaller borrowers geographical 
mobility is limited, and even within given areas small firms find it 
harder to move readily from one bank to another for credit. It seems 
unlikely that the apparent impact of tight money at tight banks was 
completely, or even substantially, offset by shifts to loose banks."* 


III. Discrimination by Size of Business Borrower 


One of the commonest objections to the use of tight money to check 
moderate inflation is that this policy discriminates against small busi- 
nesses. During the 1955-57 period as shown in Table 4, loans to big 
businesses did indeed expand much more than those to small busi- 
nesses. This does not, however, necessarily mean that tight money led 
to discrimination against small borrowers. Instead, the pattern of loans 
may have reflected differing demands from large and small borrowers, 
where the loan demands of credit-worthy large borrowers (as judged 
by commercial banking credit standards) rose more rapidly than those 
from credit-worthy small borrowers. 

In fact, the recent major Federal Reserve study of lending to small 
business arrives at this conclusion. This study found that most bankers 
were ready and willing to lend to small businesses whenever small 
businesses met normal standards of credit-worthiness. The demand for 
bank credit rose much less rapidly at small businesses between 1955 
and 1957 than at large businesses, and the study reports that this was 
the main apparent reason for the differential growth in lending. Little 
evidence was found of discrimination against small borrowers, except 
in so far as refusal of loans because of inability to meet traditional 
banking credit standards is considered discrimination. But even here, 
there was little evidence of a substantial increase in potential small 
borrowers turned away over the period of tight money.”* 

“For an analysis of the effect of monetary restraint on different sectors of the economy, 
which includes noncommercial bank lenders, see W. L. Smith [4, pp. 362-94]. 
“For summaries of the evidence on a variety of tests, see especially [11, pp. 368-69, 
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TABLE 4—Bank LOANs TO BuSINESSES* 


=: — 


Asset Size of Borrower> Per Cent Increase in Loans 
(000’s omitted) October 1955-October 1957 


All borrowers 
Less than $50 
$50 to $250 
$250 to $1,000 
$1,000 to $5,000 
$5 ,000 to $25,000 
$25 ,000 to $100,000 
$100,000 or more 


N= 


ES 


* Reproduced from [11, p. 37]. Data cover commercial and industrial loans at all member 
banks, plus real estate loans to businesses. 
» As of October 1955. 


While the evidence generally fails to support the hypothesis that 
tight money leads banks to discriminate against small business bor- 
rowers, the argument has not been unmistakably refuted. We therefore 
conducted the following test of the hypothesis. The same groupings of 
banks into tight, medium, and loose were continued. To improve com- 
parability banks were further divided into five different size-groups 
(based on volume of deposits). For this and all succeeding analyses 
of business loans, data include all commercial and industrial loans plus 
real estate loans to businesses at all member banks. The increase in 
loans to borrowers of different sizes was compared at tight, loose and 
medium banks, both for all banks combined and for banks in each of 
the five size-groups. If tight banks increased loans relatively more to 
large (compared to small) borrowers than did comparable loose banks, 
this test says that tight banks discriminated against small borrowers. 
Since the demand for loans was presumably substantially identical at 
tight and loose banks within bank size-groups and since loose banks 
were not restrained significantly by tight money, the analysis presumes 
that any such discrimination by tight banks would be attributable to 
tight money. 

Table 5, for example, shows that at medium-sized banks loans to 
borrowers of all sizes rose more at loose than at tight banks, with the 
behavior of medium banks intermediate. We might say that tight banks 
discriminated against borrowers of all sizes, but they surely did not 


374-81, 427-31, and 436-39]. The entire Part II of this volume, prepared by the 

eral Reserve staff, provides a well-rounded analysis of the total problem of possible 
discrimination against small borrowers; it concludes that most evidence fails to support 
this criticism of tight money. A strong statement of the counterview is presented by J. K. 
Galbraith [1]; but without extensive empirical data to support his argument. Data con- 
tradicting the Galbraith argument are presented by Allan Meltzer [2]. 
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Taste 5—INCREASE IN LoANs TO Business BorROWERS AT MEDIUM- 
Sizep Banks, Octoser 1955—OcToBER 1957* 


Assets of Borrower Per Cent Increase in Loans at: 
(000’s omitted) 


Loose Banks Medium Banks Tight Banks 


Under $50 21 —11 —13 
$50-250 76 10 5 
$250-1 ,000 72 25 25 
$1 ,000-5 ,000 72 50 30 
$5 ,000-25 ,000 90 49 30 
$25 ,000-100 ,000 266 104 14 


$100 ,000 and over 25 30 22 


* Commercial and industrial loans plus real estate loans to businesses at all member banks 
with total deposits of $100-500 million as of October 1955. 


discriminate especially against small borrowers. On the contrary, com- 
pared to loose banks, they discriminated especially against most /arge 
borrowers. That is, loose banks increased their loans to large bor- 
rowers by percentages far in excess of the increases of loans to small 
borrowers, while tight banks increased their loans to large borrowers 
only somewhat more than to small borrowers. Since borrower loan- 
demand was presumably substantially identical at loose, medium, and 
tight banks, this evidence appears, at least for these medium-sized 
banks, clearly to reject the hypothesis that tight money led banks to 
discriminate especially against small borrowers.” 

Figures 1 through 6 are intended to facilitate examination of com- 
parative increases in loans to different sized borrowers at loose, 
medium, and tight banks. Figure 1 shows the data for the entire bank- 
ing system; the others show the data for banks in five different size 
groups. When the curves slope upward, large borrowers received larger 
percentage increases in loans than did small borrowers over the two- 
year period. When the curves slope downward, the reverse was true. 
Least-squares lines have been fitted to facilitate these visual com- 
parisons. For example, Figure 4 shows the same data as are presented 
in Table 5 above."* 

In Figure 1, for all banks combined, the upward slopes of the curves 
for tight, medium and loose banks are very similar, indicating similar 


"In Table 5, as in Table 4, the fact that loans rose more to large than to small bor- 
rowers does not necessarily indicate discrimination against small borrowers, because the 
observed differences may reflect primarily differences in loan demand from different sized 
borrowers. Only a test like that in the text to eliminate possible demand differences can 
isolate possible lender discrimination. 

*In Figure 1, total business loans in 1957 to all borrowers were $40.8 billion. Loans to 
borrowers with assets under $50,000 were $1.5 billion; those to each other size group of 
borrower shown in Figure 1 ranged from about $5 billion to $8.8 billion. 
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treatment of small and large borrowers by all three groups of banks. 
The tight-bank least-squares line slopes upward slightly more than 
the other two, reflecting primarily as is explained below, the behavior 
of banks in the $1000-$1,000 million deposits size-class. But we in- 


300} PERCENT INCREASE IN TOTAL BUSINESS LOANS 
BY SIZE OF BORROWER, I955 - 1957; 
ALL BANKS 
A 
200}/—— TIGHT BANK 
MEDIUM BANK 
-—-LOOSE BANK 


100 


PERCENT INCREASE iN LOANS 


-100 


28 


1000 5000 25000 OVER 


To To To To 100,000 
250 1000 25000 100,000 


ASSET SIZE OF BORROWER (in $i000's) 


Ficure 1 


terpret the data as substantially rejecting the hypothesis that tight 
money led banks to discriminate especially against small business bor- 
rowers. Special allowance must be made for a crucial point on the 
loose-bank curve which is based on inadequate data,"* and the charts 
for the different bank size-groups strengthen this interpretation. 


” The final point on the loose-bank curve (loans to borrowers with over $100,000,000 
assets) pulls the loose-bank least-squares line down substantially. Since nearly all banks 
big enough to have such large borrowers were in the tight and medium groups, this par- 
ticular point is based on a small number of relatively small loans, and has very limited 
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Figures 2 and 3 show the behavior of very large and large banks 
(over $500 million deposits), which included no loose banks. In this 
comparison between tight and medium banks, tight banks in the $500- 
$1,000 million deposit class did discriminate more against small bor- 


300} PERCENT INCREASE IN TOTAL BUSINESS LOANS 
BY SIZE OF BORROWER, 1955 - 1957: 


BANKS WITH MORE THAN $1 BILLION DEPOSITS 


TIGHT BANK 
MEDIUM BANK] 


PERCENT INCREASE IN LOANS 


5000 25000 OVER 
To To 100,000 
250 25000 100,000 
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rowers than did medium banks of the same size. But Figures 4, 5 and 
6 show no such discrimination at other banks where tight and loose 
banks could be compared directly. On the contrary, at these banks, 
tight money led to discrimination especially in favor of smaller 
borrowers. 


significance. A least-squares fit omitting this one point would give a loose-bank line rising 
more sharply than the tight-bank line, and would thus remove the small amount of all- 
bank evidence appearing to support the hypothesis of discrimination against small bor- 
rowers. 
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Similar comparisons of loans by tight, medium and loose banks to 
different sized borrowers were made, breaking businesses into 13 dif- 
ferent industry groups—five groups in manufacturing and mining, plus 
wholesale trade, retail trade, commodity dealers, sales finance com- 
panies, public utilities, construction, real estate, and services. The 
comparisons indicate a wide diversity of lending behavior to borrowers 
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in different industries and at banks of different sizes. No clear patterns 
emerge as between different industries at all banks combined or at 
banks of different sizes separately. This is not surprising, since there 
is no a priori reason to expect such size-of-borrower differences as be- 
tween different industries.” 


® Basic data showing separtely each industry’s borrowing from each bank size-group 
are available for inspection in our files. 
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In summary, the size-of-borrower data reject the hypothesis that 
tight money led banks to discriminate substantially against small bor- 
rowers in favor of large. Only at banks in the $500-$1,000 million de- 
posit size-group are the data consistent with this hypothesis of sub- 
stantial discrimination; for the banking system as a whole and for all 
other size-groups of banks, either the differential behavior at tight and 
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loose banks was slight or it was in favor of small borrowers. Crudely, 
the data suggest that bankers tended under tight money, as would have 
been expected, to meet their strongest credit-worthy loan demands 
while in the main adhering to their regular criteria of credit-worthi- 
ness; and that in so far as limited discrimination occurred on other 
bases, bankers may well have tended to care especially for their best 
customers—at large banks especially larger businesses and at small 
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banks especially smaller businesses.** But this last sentence is based 
more on the “feel” of the data and on interviews with bankers than on 
rigorous analysis of the data; and the central fact of lack of substan- 


™ Nearly all bankers, however, deny that they discriminate against small borrowers per 
se but instead base credit extension on the credit-worthiness and general “goodness” of the 
applicant, regardless of size. [See 11, pp. 401-2]. Bankers we have interviewed are surpris- 
ingly consistent in holding that the most important criterion of a “good” customer is the 
size of deposit balance he will maintain over the long run, assuming, of course, that he 
meets the traditional standards of credit-worthiness on individual loans, as most reasonably 
good customers do. 

Some large branch bankers emphasize that lending procedures clearly lead to discrimi- 
nation in favor of small business. Under tight money all large loans must be reviewed 
by the central loan committee, which is highly sensitive to the scarcity of funds for lend- 
ing. But branch managers are often left substantially free, under decentralization policies, 
to make all loans that seem good without central loan committee review as long as the 
loan is below some prescribed size, for example $25,000. 
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tial lender discrimination by size of borrower is the one that emerges 
from the data. 

It is useful to ask directly: Who were the marginal borrowers turned 
away under tight money—large or small businesses? At loose banks, 
and at small banks as a class, apparently neither large nor small credit- 
worthy borrowers were turned away to any substantial extent. Re- 
member the evidence on page 59 that these banks gained more deposits 
(lendable funds) than they used in extending new credit over the 
period. In the tight group, large banks and hence large borrowers pre- 
dominated. Thus, although tight banks probably squeezed both large 
and small borrowers somewhat, for the banking system as a whole a 
larger proportion of small than of large borrowers apparently escaped 
completely the pressure of tight money on their bank borrowing. 

A more complete picture of tight money’s effects on borrowers of 
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different sizes would need to take into account lenders other than com- 
mercial banks. During the 1955-57 period, small-business borrowing 
in total rose much more rapidly than is indicated by the commercial 
bank data, since big firms extended a large amount of additional trade 
credit to smaller firms. These credits arose mainly through the exten- 
sion of open-book accounts, but also through other forms of credit 
from vendors to buyers. Two major studies agree that the rapid rise 
in trade credit to small from large businesses accounted for a very large 
sum. This fact, although outside the immediate purview of the present 
study, adds further weight to the refutation of the claim that tight 
money discriminated especially against small-business borrowers.” 


IV. Business of Borrower and the Investment Boom 


Table 6 shows, for all banks combined and for tight, medium, and 
loose banks separately, the percentage increase in loans to borrowers 
in different industry groups. The first column indicates that for all 
banks combined loans to metal and metal products, petroleum-coal- 
chemicals, and transportation-public utilities companies showed the 
largest increases. Indeed, nearly half the total increase in loans to all 
business borrowers over the two years was accounted for by these three 
groups. At the other extreme sales finance, construction, real estate, 
and textiles companies showed the smallest increases. In general, loans 
to manufacturing firms increased more than to other types of business 
borrowers.”* 

It is striking that the rapid growth of loans in the metals, petroleum- 
rubber-chemicals, and public utilities industry groups was in precisely 
those areas where the 1955-57 investment boom was strongest. In a 
tight-money period, banks generally increased their loans most to those 
borrowers who had the strongest loan demands, and in general to those 
whose business was best and expanding most rapidly. The data thus 
generally support the proposition that loans were expanded most where 
loan demand grew most rapidly. For example, within the construction 
industry loans rose rapidly to large construction firms, whose business 
rose rapidly during the period, but only slightly to small construction 
borrowers concerned largely with residential construction, which de- 
clined over the period. 

Broadly speaking, tight banks under the pinch of tight money used 
available funds to expand loans where—in manufacturing and public 


™ See especially Allan H. Meltzer [3] and [11, pp. 363 and 482]. 
*™ The data in Table 6 for all business loans do not agree precisely with those in Table 2 
for commercial and industrial loans as to relative increases at tight, medium and loose 
banks. Part of the difference is due to the inclusion of real estate loans to businesses in 
the “business loan” figures but not in the “commercial and industrial loan” figures. There 
may be other factors involved, but if so we do know what they are. 
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Tasie Cent Increases wy Business Loans, Ocroper 1955-Ocroper 1957 


Relative Increase, With 
Per Cent Increase At: Per Cent Increase At 
Loose Banks = 100 


All | Loose |Medium| Tight || Loose |Medium| Tight 
Banks| Banks | Banks | Banks Banks | Banks 


(1) (2) (3) (4) : (6) (7) 


All borrowers 52 46 56 &s 108 
All manufacturing and mining: 71 56 76 79 107 
Food, liquor and tobacco 62 46 775 575 
Textiles, apparel, ete. : 4 53 400 | 5300 
Metal and metal products 71 M4 89 
Petroleum, chemicals, etc. 49 82 117 195 
Other manufacturing and mining g 71 53 203 151 


Trade 
Wholesale . 19 7s 29 115 
Commodity dealers $ 12 51 32 138 
Retail 45 45 73 73 

Sales finance companies 20 49 68 

Public utilities, transportation, ete. . 56 243 548 

Construction 3 40 ) 121 42 


Real estate Sl 19 


Services 100 93 29 


utilities—-banks as a whole expanded loans most. But the shift of tight 
banks away from other businesses to these groups was more pronounced 
than at loose banks. This is shown especially by column 7, which indi- 
cates the big relative increases at tight banks in loans to most manufac- 
turing subgroups and to public utilities as compared with loose banks. 
Conversely, the tight banks showed very small relative increases in loans 
to construction, real estate, services, and sales finance companies. Again, 
the evidence is consistent with the proposition that loans rose most 
where the borrower demand was greatest. The main apparent excep- 
tions are textiles, and food-liquor-tobacco firms, where very large rela- 
tive increases are shown by column 7 although their aggregate invest- 
ment growth was moderate. These are both cases where very small per- 
centage increases were reported by loose banks, so even moderate in- 
creases at tight banks appear as very large relative increases. 

It may be surprising that tight banks increased their commercial and 
industrial loans more than loose banks over the period, in total, for 
most of the manufacturing groups, for wholesale trade and commodity 
dealers, and for public utilities. This was accounted for by the very 
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large banks-—those with deposits over $1 billion——none of which fell 
in the loose group. At all other tight banks, business loans increased 
substantially less than at loose banks. Data comparing the lending pat- 
terns of tight, medium and loose banks separately for banks in five 
size classes are presented in Table 7, which is comparable to Table 6 
above. 

The Table 7 breakdown by size of bank shows substantial diversity; 
but no pattern of differences in lending behavior at banks of different 
sizes. This may not be surprising, since there is no a priori reason to 
suppose that banks of different sizes would react differently in a 
systematic way to loan demands from different industries. In each of 


7-—Percentacr INCREASE IN Business LoANs At Dirrerent Size 
Banks, Octoner 1955 ro Ocroner 1957* 


Business of Borrower 


} Manufacturing & Mining 


of Bank (De posits)” 


i, 


Over $1 billion:® 
% Tnereane in loans at: 
Medium banks 
Tight banks 
Relative increase at: 
Medium banks 
Tight banks 


$500-81,000 milllon:® 
% Increase in loans at; 
Medium banks 
Tight banke 
Relative increase at: 
Mediuin banks 
Tight banks 


$100-$500 million: 

% Increase in loans at: 
Loose banks 
Medium banks 
Tight banks 

Relative increase at: 
Looee banks 
Medium banks 
Tight banks 


$10-$100 million: 

% Increase in loans at: 
Loose banks 
Medium banks 
Tight banks 

Relative increase at: 
Loose banks 
Medium banks 
Tight banks 


Under $10 million: 

% Increase in loans at: 
Loose banka 
Medium banks 
Tight banks 

Relative increase at: 
Loose banks 100 
Medium banks 58 
Tight banks 5 


® For corresponding all-bank data, see text Table 5. 
© Deposits as of October 1955. 
© No banks in the Over $1 billion and the $500-$1'000 million deposit classes fell in the 
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the industry groups, small as well as large firms are represented, al- 
though in different proportions at different size-groups of banks: 

In summary, these data suggest that increasingly tight money dur- 
ing the 1955-87 period was reflected in significantly different increases 
of loans for different industry groups; and that especially at tight 
banks, as well as for the banking system as a whole, the loan expansion 
was greatest to those industries which were expanding most rapidly in 
terms of plant and equipment expenditure, inventory accumulation, 
and general level of activity, Thus, broadly speaking, banks increased 
their loans most where the credit-worthy loan demand was greatest. 
This does not, of course, say that the rapidly expanding industries 
necessarily received the most credit relative to their loan demands.”' 

But it was not true that bank loans uniformly expanded most rapidly 
to those industries whose business was growing most rapidly, For ex- 
ample, sales finance companies, whose business expanded rapidly over 
the period, obtained only a modest increase in bank loans. This was 
probably in part because they had fairly ready access to the money 
market through other channels, But it also apparently was because 
banks generally do not consider sales finance companies highly pre- 
ferred customers, since finance companies generally do not promise 
large long-run deposit balances to the extent that many manufacturing 
and commercial borrowers do. 


V. Interest Rates 


Small businesses generally pay higher interest rates at banks than do 
large businesses, primarily reflecting differences in size of loan. Small 
businesses usually borrow small amounts, and investigation charges, 
servicing charges, and related expenses bulk relatively much larger 
than on the large loans customarily obtained by large businesses. Large 
businesses often pay lower interest rates on comparable size loans than 
do small businesses, but the differences are small and probably reflect 
mainly differences in risk and in loan-administration costs. 

Table 8 shows interest rates paid by borrowers of different sizes in 
1955, in 1957, and the net increase over the two-year period, In both 
1955 and 1957, the average interest rate paid varied inversely with the 
size of borrower. But as interest rates rose with tight money over the 
two-year period, rates to large borrowers were increased considerably 
more than rates to small borrowers, Over the two years, the spread 
between average rates to the largest and smallest borrowers declined 

“The Federal Reserve interview study of bankers in 1957 found “almost complete 
absence” of any indication of bank policy changes as to the type of industry most de- 
sirable to accommodate. Decisions continued to be made on prevailing criteria, though 


the actual loan distribution shifted with the shifting positions of potential borrowers, See 
[11, p. 436). 
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from 2.5 to 2.1 per cent, While the average rate on all new loans rose 
from 4.2 to 5 per cent, that on loans to large borrowers rose nearly 
twice as much absolutely, and even more relatively, as that on loans to 
small borrowers, During the period, moreover, bank requirements that 
borrowers maintain compensating balances also became more wide- 
spread, Since these requirements apply primarily to large borrowers" 
it is probable that differences in effective interest rates narrowed even 
more than the data in Table 8 indicate, 


Tanie &— Interest Rates ON Business Loans, ny Size or 


Asset Glas ef Average Interest Rate (per cent per annum) 


(000's omitted) 


1955 Absolute Increase 
All borrowers 
Under $50 
$50 to $250 - 
$250 to $1,000 
$1,000 to $5,000 
$5,000 to $25,000 
$25,000 to $100,000 
$100,000 and over 


* Size of borrower as of October 1955, Rates are average rates charged by reporting banks 
over the July-October period for 1955 and 1957. More detailed data, for loans at different 
size banks, are presented by the Federal Reserve in [11, pp. 388-89], 


This greater increase in rates to large borrowers probably reflected, 
at least in part, the fact that small borrowers by 1955 were already 
paying rates near the customary or legal upper limits for nonconsumer 
loans at many banks. These legal limits are as low as 6 per cent in 
eleven states, including New York, New Jersey and Pennsylvania, and 
range up to 15 per cent in others. Thus as interest rates rose, rates to 
large borrowers could be increased without violating the customary or 
legal upper limit, while rates to small borrowers could be raised little 
or not at all. In any case, for the banking system as a whole, it is clear 
that interest rates to small borrowers rose less than those to large bor- 
rowers. In the aggregate tight money did not lead to discrimination in 
interest costs against small borrowers. | 

To what extent did tight banks, under the pinch of tight money, use 
higher interest rates as a device for discouraging especially particular 
classes of borrowers? Figure 7 shows the change in the distribution of 
business loans made at different interest rates by tight, medium and 
loose banks over the 1955-57 period. 

The average interest rate charged rose at all three classes of banks. 


“See [11, p. 433]. 
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Loans made at less than 4 per cent declined at all classes, as the rate 
structure moved up. The largest percentage increase at both tight and 
medium banks was in the 4.5-4.9 per cent range, while that for loose 
banks was in the 5-5.9 per cent range. The apparent differences be- 
tween tight and loose banks reflect primarily the larger proportion of 
large banks (and large loans) in the tight group, where rates in the 
4.5-5 per cent range represented a large increase for large borrowers. 
At tight banks, nearly half the total loan volume was in loans of $1 
million or more, as compared to less than 5 per cent at loose banks, 
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By 1957, two-thirds of these larger loans at tight banks were made at 
4 or 4.5 per cent, while in 1955 nearly two-thirds were made at rates 
below 3.5 per cent.” 

Data showing separately changes in loans made at different interest 
rates on loans of different sizes at tight, medium and loose banks indi- 
cate that tight, medium and loose banks raised interest rates over the 
period by similar amounts for loans of the same size—though with 
some wide differences that appear to be random.”' 

In summary, therefore, there is little evidence of much differential 


™ Most borrowers pay about the same rate of interest on their loans, regardless of the 
size of the bank from which they borrow. See [11, p, 389), 

* Charts comparable to Figure 7 have been prepared for loans in six different size groups. 
Copies will be provided on request. 
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interest rate behavior at tight and loose banks during the period of 
increasingly tight money. This finding is consistent with the hypothesis 
that the pattern of interest rates at banks is set by general market 
forces, and that banks generally follow a policy of price leadership in 
establishing interest rates, rather than using them as a device to dis- 
criminate among borrowers, The hypothesis that tight money raised 


interest costs especially to small borrowers is clearly rejected by the 
data. 


i VI. Conclusion 


What is the significance of these findings for the use of restrictive 
monetary policy in the future? Tight money in 1955-57 apparently led 
those commercial banks which felt its impact to alter their asset port- 
folios significantly; they shifted to obtain funds to increase loans to 
profitable borrowers, especially business firms, even at the cost of 
liquidating government sectirities on a declining market. Discrimina- 
tion amongst borrowers was apparently largely on traditional banking 
standards of credit-worthiness and goodness of borrowers, with differ- 
ing changes in loans to various borrower groups reflecting primarily 
differences in loan demands, rather than discrimination by lenders on 
other grounds, once standards of credit-worthiness were met. Wide- 
spread criticisms of tight money as unfairly discriminating against 
small borrowers, both in availability of loans and interest costs, are 
not supported by the data. 

On the other hand, the fact that increasingly tight banks continued 
to increase loans to good business customers, whose demand for money 
reflected partly heavy investment outlays and inventory carrying costs, 
meant that tight money did not act to deter especially these prime 
movers in the investment boom, Thus, although tight money in 1955-57 
may have led to little “unfair” discrimination against particular bor- 
rower groups, it did permit funds to go extensively to the same bor- 
rowers who would have obtained them in the absence of tight money. 
Whether the marginal borrowers shut out by tight money would have 
contributed significantly to either undesirable investment or inflation 
cannot be told from these data, Probably at least as much (more, on 
the objective evidence) of the marginal credit shut off was to large as 
to small firms, but no comparable generalization as to industry is possi- 
ble from these data.” 

Over all, tight money in 1955-57 appears not to have changed greatly 
the allocation of bank credit among major classes of business borrow- 

* Unfortunately, the Federal Reserve obtained separate information on loans to new 
businesses only in the 1957 survey. Thus it was impossible to test the hypothesis that tight 


money leads banks to discriminate against new businesses. For some evidence on the point, 
see [11, pp. 390 ff.]. 
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ers from what it would have been with looser money, certainly not by 
size of firm and only moderately by industry——partly because money 
was not tight enough to limit seriously loans to credit-worthy custom. 
ers at a substantial proportion of all banks. ‘Tight money’s main effect 
was apparently to hold down the total volume of credit while inducing 
credit rationing at tight banks mainly in response to relative strength 
of demand among “good” bank customers. Whether one evaluates this 
conclusion as strengthening or weakening the case for restrictive mone- 
tary policy may depend largely on his taste for direct controls as 
against market forces. Tight money helped to restrict total spending 
and keep the price level down while doing relatively little directly to 
reallocate resources—-the traditional objective of general monetary 
policy. Tt apparently did not especially check the industries at the core 
of the investment boom, 
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VARIABILITY IN EARNINGS-PRICE RATIOS 
OF CORPORATE EQUITIES 


By Haske. Benisnay* 


This study proposes to examine empirically the determinants of the 
differences in rates of return on corporate equities. The rate of return 
employed is derived for each equity by dividing the weighted average 
of annual earnings of nine consecutive years by the market value of the 
corresponding equity in the ninth year, and,will be referred to as the 
measured rate of return. This empirically derived rate is designed to 
represent the theoretical ratio of expected income to the market value 
of the equity, where expected income is the mathematical expectation 
(mean) of a statistical distribution whose values are earnings expected 
in future years. 

We advance the hypothesis that the measured rate of return of cor- 
porate equities is a function of: (1) the trend in earnings; (2) the 
trend in the market value, of the equity (price); (3) the pay-out ratio: 
the ratio of dividends to earnings; (4) the expected stability of the fu- 
ture income stream; (5) expected stability of the equity value; (6) the 
size of the firm and the liquidity of its shares, both represented by 
the market value of the equity; and (7) the debt-equity ratio. Among 
the independent variables the first three are “corrective”: they are 
expected to remove the errors obstructing a valid measurement of the 
theoretical concept of a rate of return on equity capital. The remainder 
are selected to measure the differential “risk” or “desirability” of hold- 
ing corporate equities, and as such are explanative. 

Our method of investigation consists of tracing the relationship be- 
tween each of the independent variables and the rate of return on 
equity while holding other independent variables constant in a multiple 
regression analysis. 


I. The Measured Rate of Return and the Independent Variables 


This section will explain why the selected independent variables may 
be expected to account for differences in the measured rates of return 
on corporate equities, and will give the empirical definitions of the 

* The author is assistant professor of economics and finance at Roosevelt University. 

This is a part of a study which was conducted in the public finance workshop of the 


University of Chicago [1]. T am indebted to A. Harberger, L. Fisher, M. Bailey, K. Christ, 
J. Rothenberg, Z. Griliches, and H. Roberts for useful and constructive criticism, 
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variables employed in this study. The variables are specified for the 
firm as a whole, not for a single share. 


A, The Dependent Variable 


The Measured Rate of Return: vy. The numerator is a weighted av- 
erage of earnings after taxes for the cross-section year and the 8 pre- 
ceding years. This weighted average may be expressed in two ways: 
the sum of the cross-section year’s earnings plus the arithmetic mean 
earnings of the 9 years, including the cross-section year, divided by 2; 
or a weighted average such that 10/18 of the weight is given to the 
cross-section year, and 1/18 of the weight to each of the 8 preceding 
years. 

The equity measure in the denominator of the measured rate is the 
arithmetic mean of the high and low values of the equity outstanding 
in the cross-section year.’ 


B. The “Correctors” 


1. Growth in Earnings: X,. The numerator of the measured rate of 
return is defined as a weighted average of actual past income, without 
being adjusted for trend in past income; consequently it may diverge 
downwards from expected income when past income growth has been 


high, and upwards when past growth has been low. Inclusion of the 
trend in past income as an independent variable may allow expected 
income to be more closely estimated if the market utilizes projections 
of past income trends for the determination of expected income. 

The trend in earnings, X,, is computed by dividing the coefficient of 
the simple linear regression of earnings after taxes on time, for the 9 
years preceding and including the cross-section year, by the arithmetic 
mean earnings of the same period (this regression is used later to com- 
pute Y.). The division by mean earnings, which is equivalent to a de- 
flation by size, is performed to obtain a measure independent of the 
dimensions of the firm: a measure of a rate of growth uncorrelated 
with the size of the firm rather than one of absolute growth. 

2. Growth in Equity Value: X». The incorporation into the model of 
past trend in the value of the equity may correct for the absence of a 
recent re-evaluation of expected income in the measured rate of return. 
The measure of earnings in the numerator of the measured rate of re- 
turn may fail to reflect an upward change in expected income, while 
the market value of the equity in the denominator will reflect it im- 
mediately. Consequently the measured rate may be smaller than the 

‘The numerator is a crude compromise between assigning equal weights to each of the 


nine years, and assigning all the weight to the last year. The next obvious improvement 
would be to find a more appropriate system of weights. 
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true rate when expected income has risen. A symmetrical argument 
holds when expected income has declined. The percentage change in 
equity value, which generally reflects the percentage change in expected 
income, could be an indication of the extent of the lag with which 
measured earnings reflect expected income. The larger this percentage 
change is, per unit of time, the less likely is the empirical representa- 
tion of earnings to keep up with expected income (the larger will be 
the difference between true and measured earnings) and the greater 
will be the negative correlation between growth in equity value and the 
measured rate of return, 

The measure of X», trend in equity value, is computed in a manner 
parallel to the computation of X). It is the coefficient of the linear re- 
gression (used in computing Xs, stability of equity) of the annual 
highs and lows of the equity values in 9 consecutive years preceding 
and including the cross-section year, divided by the arithmetic mean 
of these same equity values. Here again the division by average equity 
provides a measure that is comparable cross-sectionally and free of 
the association between growth and size of firm. This measure denotes 
past rate of growth in equity or the yearly capital gain per average 
unit value of equity-holding for the period. 

3. The Pay-out Ratio: Xs, Dividends/Earnings. A notion seems to 
prevail in the financial literature, that because investors prefer distri- 
bution to retention of earnings, the pay-out ratio and the rate of return 
are negatively correlated [3, p. 341]. Yet since, on the average, re- 
tained earnings are reflected in stock prices and consequently can be 
realized through a sale, there seems to be no a priori reason for prefer- 
ring dividend income to capital gains income. Moreover, because of the 
capital gains tax, the argument may go the other way: retention may 
be preferred to distribution.’ 

A more reasonable explanation for a negative correlation between 
the pay-out ratio and the measured rate of return may be provided by 
examination of the effect of errors in the measurement of earnings.’ If 
measured earnings are an overestimate and dividends are a stable pro- 
portion of expected income, the rate of return is “too high” and the 
pay-out ratio “too low.” This will introduce into the relationship a neg- 

*This would be true only if the rate of return on invested retained earnings was not 
sufficiently lower (in equilibrium) to take away the capital-gains tax advantage, so as to 


make the after-tax capital gains equal to the dividends (after personal income tax) if 
earnings had been paid out in dividends, 

*Two types of error are possible: (a) a difference between the expectation of the 
population of annual book earnings and expected income, due either to a consistent 
accounting bias in the measurement of earnings or to the fact that measured earnings, 
however unbiased ex post, may lag behind expected income when the latter has changed 
abruptly; (2) the difference between earnings measured on the basis of a jimited sample 
(and containing therefore a transitory element) and their population mean. 
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ative spurious correlation.’ The introduction of the pay-out ratio as an 
independent variable in a multiple regression equation is intended to 
correct for the errors.* 

The measure employed for X, is the arithmetic mean of 3 consecu- 
tive annual observations of (dividends paid * 100/earnings), the last 
observation being in the cross-section year. 


C. The Risk Variables 


1. Stability of Income: X.. (a) For any given level of the firm’s 
capital structure, the larger the variance of the distribution of expected 
earnings, the larger is the probability of failure. (b) Also, for any level 
of the capital structure, the larger is this variance the greater is the 
cost or inconvenience incurred by the investor in maintaining a stable 
level of expenditure, since borrowing or the carrying of cash balances 
becomes necessary to counteract income variability. For both reasons, 
a high stability of income is a desirable property and will tend to pro- 
duce a low price-earnings ratio. 

The measure used for X, is a ratio, the numerator of which is the 
arithmetic mean of earning after taxes, in 9 consecutive years, ending 
in the cross-section year; its denominator is the standard deviation 
around the regression of these same 9 observations, on time. If time be 
t, earnings y, m the sample moment, and » the number of observations, 
then the denominator will be expressed symbolically as: 


Moy — 


The whole ratio is a reciprocal of what is essentially a coefficient of 
variation. The use of mean income in the numerator is designed to 
produce a relative measure of stability uncorrelated with the size of 
the firm. If mean income were not put in the numerator, the reciprocal 
of the standard deviation would be negatively correlated with the size 
of the firm, since the standard deviation is normally an increasing func- 
tion of size. 


2. Stability of Equity Value: Xs. The usual contention is that, since 


*A similar argument was developed by F. Modigliani and M. H. Miller, in their reply 
to David Durand [5]. What is described here as a negative correlation due to errors in the 
measurement of earnings was designated by Modigliani and Miller as a correlation due to 
the “informational content of dividends.” 

*The above analysis begs the question of whether maximizing stockholder return is 
really the sole goal of the management of large firms. The management may consistently 
retain earnings for purposes of self-aggrandizement, not necessarily for profit maximiza- 
tion, in which case retention would be an undesirable characteristic. It also ignores the 
possibility that insiders may be consistently overoptimistic in regard to new ventures, in 
which case again retention would be undesirable. The reason for these two omissions is 
the belief that, although logically admissible, they are realistically improbable. 
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the precautionary motive for holding a share of stock is dominant, 
price variability is shunned. When they think about the possibility of 
being impelled to sell in an emergency, stockholders are presumed to 
be more averse to a given likelihood of a low price than heartened by 
an equal likelihood of a high one. 

A priori, an opposite hypothesis is also tenable. The speculative 
rather than the precautionary motive is dominant; therefore equity 
variability is sought. Stockholders are more encouraged by a likelihood 
of a high price than discouraged by an equal likelihood of a low one. 
They prefer stocks with variable prices to stocks with stable ones. 

The measure used for X, is a ratio. Its numerator is the arithmetic 
mean of 18 market observations of the firm’s equity value: the high 
and the low for each of 9 consecutive years, ending in the cross-section 
year. Its denominator is the standard deviation around the linear re- 
gression of these same 18 equity values on time. If time be ?, equity y, 


m the sample moment, and m the sample size, this denominator will be 
written as: 


n—2 


(where » = 18, distributed 2 per year). 


3. Size (market value of the equity): Xs. This is intended as a meas- 
ure of both liquidity and size. 

(a) Barring radical changes in expectations, larger firms tend to 
have a higher volume of trading, thereby a more perfect market. Con- 
sequently the price at which their shares are sold or bought is less 
likely to be adversely affected by the transaction of an individual in- 
vestor. This becomes especially desirable for institutional and other 
large holders who deal in large blocks. 

(b) A larger firm is known about more than in proportion to its size. 
Therefore the less-informed segments of the market will tend to spe- 
cialize in holding shares of large corporations. Consequently, what is 
equivalent to a once and for all shift in demand in favor of larger 
firms’ shares will become a permanent pattern of the market, resulting 
in these shares’ prices being relatively higher. 

(c) A larger firm is often considered safer simply because its size 
represents to many investors better protection against adverse condi- 
tions and a smaller probability of failure. 

All three arguments suggest that the larger the firm is, the more 
desirable are its shares. The measure used for X, is the arithmetic 
mean of the high and low values of the equity outstanding in the cross- 
section year. 


4. Debt-Equity Ratio: X;. (a) The more heavily a firm’s capital 
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structure is weighted with debt, beyond the optimum, the higher the 
risk of default. This statement refers to the movement of a single firm 
along a schedule relating the debt-equity ratio to riskiness. (b) On the 
other hand, if a firm is at, or approximately at, its optimum debt-equity 
ratio, the debt-equity ratio is a decreasing function of risk. This rela- 
tionship clearly relates to the equilibrium pattern that will be attained 
by a cross-section of firms, such that the lower is a firm’s riskiness the 
higher is its optimum debt-equity ratio. Thus the debt-equity ratio may 
represent either risk or safety, depending on the context in which it is 
used. Consequently it becomes important to ascertain whether the 
debt-equity ratio employed in this study in effect reflects deviations 
from its optimal position in each firm, or instead is a measure of these 
optimal points themselves. 

If by holding size and income stability constant, as will be done in 
the regressions, we consequently hold fixed the main determinants of 
the debt-equity ratio, namely variables to which the debt-equity ratio 
is adjusted by management in an attempt to maintain optimal capitali- 
zation, then X; will come to represent deviations from equilibrium. In 
such a case we should expect a positive sign for the debt-equity coeffi- 
cient (i.e., the higher the debt, the larger the risk of default, the less 
valuable the equity and the larger the rate of return). If the debt- 
equity ratio is mainly a function of other risk variables not included 


in the regression (or if it depends on the level of profit expectations, 
an increase in which may motivate a debt-financed expansion for the 
purpose of leverage gains), then the debt-equity ratio will reflect a 
desirable characteristic, and its coefficient will have a negative sign. 
The measure used for X; is the book value of debt at the end of the 
cross-sectional year divided by Xo. 


II. Empirical Results 


This study consists of a comparison of 56 companies in the four 
years, 1954, 1955, 1956, and 1957, with each firm constituting an ob- 
servation in a cross-sectional multiple regression analysis. 

The principal sources of data were Moody’s Industrial Manual [9] 
and Moody’s Handbook of Widely Held Common Stocks [8]. Indus- 
trials with comprehensive and comparable income statements for nine 
consecutive years preceding and including the cross-section year were 
chosen. Use was also made of the Bank and Quotation Record and the 
Commercial and Financial Chronicle. Moody’s Handbook of Widely 
Held Common Stocks however, provided most of the raw data. 

The firms were chosen with the additional criterion of having com- 
mon but no preferred stocks.® This step was necessary because of ob- 


*The firms in the four cross-sections were all the industrial firms in Moody’s Handbook 
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stacles involved in an unambiguous computation of the stability of 
equity value, growth in equity value, and the pay-out ratio, when both 
common and preferred equities are outstanding. In the case of these 
three variables there is no composite measure for which it is possible to 
assign unequivocally an appropriate weight to the separate measure- 
ment of the variable for each of the two types of equity. To illustrate: 
the pay-out ratios for the two equities are usually different, whereupon 
a problem of weighting arises in deciding how to combine them into a 
single measure. 

Our model was tested by running cross-sectional linear regressions, 
in which logarithmic values were used for y, Xs, X:, Xs, and Xo, and 
actual values for the other variabies. The variables X;, X2, X., and Xs 
were computed for the 1954 and 1956 cross-sections; their 1954 com- 
putation was used in both 1954 and 1955 regressions, and their 1956 
computation was applied to both 1956 and 1957 regressions." 

The results are now matched against the theoretical contentions. For 
convenience, we shall refer to a partial regression coefficient simply as . 
a coefficient and to the changes in the f-ratios of these partial regres- 
sion coefficients simply as changes in the coefficients. We start by not- 
ing the comparative regression performance of two correctors, growth 
in earnings and growth in equity, and then choose for further use one 
of the two which a study of the regressions reveals to be the more 
successful corrector. Our criterion of success is mainly the extent of the 
negative relation between the growth measure and the measured rate 
of return: the stronger is this relation, the more successful is the 
growth measure. We make this choice because we believe that entering 
both growth variables in the same regression would be illegitimate. 

Certainly the inclusion of both growth variables will enable us to 
observe the relationship of each with the measured rate of return while 
the other is held constant (which is a consequence of multiple regres- 
sion), but will also introduce a positive spurious correlation between 
growth in earnings and rate of return as well as a negative one between 
growth in equity value and rate of return. Ceteris paribus, when 
growth in equity value is held constant, a higher growth in measured 
earnings is necessarily associated with a higher measured rate of re- 
turn. Thus, the inclusion of both growth variables may enable this 
tautological and positive relation to counteract or even reverse the ex- 
pected negative regression relation between the measured rate of re- 
turn and growth in earnings. Also, ceteris paribus, when growth in 


of Widely Held Common Stocks that fit our requirements and had complete and unam- 
biguous data either in the Handbook or in Moody’s Industrial Manual. 

"Nine more regressions were run for each year to investigate the effect of dropping, 
adding, and substituting variables [1, pp. 65-67]. 
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measured earnings is held constant, a higher growth in equity value 
must be related to a low measured rate of return. Thus the inclusion 
of both growth variables may enable this obvious negative association 
to superfluously increase the expected negative regression relation be- 
tween growth in equity value and the rate of return. 

In Table 1 we present three regressions in order to compare the 
performance of the two growth variables and choose the better cor- 
rector. The first, (1), contains measures for all the independent vari- 
ables of the model, including the two growth measures. The second, 
(2), includes measures for all but growth in earnings. The third, (3), 
includes measures for all but equity growth. 

Growth in Earnings: (X1). Whether X: will emerge in the regres- 
sions with a significant negative sign depends on the extent of the posi- 
tive correlation between growth in earnings in two adjacent periods 
(or more specifically upon the extent that the market extrapolates past 
growth trends in earnings). If this correlation be high then a measure 
of past growth in earnings may be a good predictor of future growth in 
earnings and as such may be related negatively to the measured rate of 
return. 

The growth-in-earnings measure, X:, has a nonsignificant negative 
coefficient in regression (3) where X2, growth in equity value, is ab- 
sent. This seems to indicate that the trend of the series of past earnings 
has some but not much importance in correcting the measured rate of 
return. Indirectly, it suggests a relatively low positive correlation be- 
tween growth in earnings in two consecutive time intervals. 

In regression (3), X: is the only measure of growth entered; in (1), 
X, equity growth is also included. Since X; is positively correlated with 
X,, and is better correlated with y, X2 “robs” the corrective function 
of X; in regression (1) and even causes X; to reverse signs in two of 
the four years. In fact when both growth variables are entered, the 
growth-in-earnings coefficients tend to become more positive and those 
of growth in equity value more negative as was expected. 

Growth in Equity Value: (X:). We have argued previously that the 
larger the recent change in equity value, concomitant with a change in 
expected income, the larger the lag behind expected income of the earn- 
ings measure used in the rate of return. By introducing rate of growth 
in equity value as an independent variable, and utilizing its negative 
correlation with the rate of return we expect to correct for this error 
in the measurement of expected income. 

In regression (2), where growth in equity value X. is the only 
growth variable, the coefficients of X. generally emerge with a signifi- 
cant negative sign. This result clearly points in the theoretically antici- 
pated direction. It indicates that growth in equity value serves as a 
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TABLE i~Paams, REGRESSION COEFFICIENTS AND THEIR STANDARD ERRORS 
(IN PARENTHESES) — 


Log 
Equity Pay-out 
Growth Ratio 


Log 
Earning 
Stability 


Stability 


+.171 
(.116) 


+ .173 
(.113) 


+ .176 
(.118) 


+ .102 
(.121) 


+.105 
(.116) 


+.101 
(.121) 


+.160 
(.132) 


(.130) 


+ .295 
(.109) 


(.031) 


— .084 
(.031) 


— .080 
(.030) 


.00179 
(.00110) 


— .00181 
(.00107) 


— .00181 
(.00077) 


. 380 
(.170) 


— .403 
(.164) 


— .260 


(0024) (164) 


— .107 
(.092) 


+.131 
(.146) 


+ .133 
(.145) 


+.311 
(.117) 


— .079 
(.035) 


— .079 
(.033) 


—.102 
(.034) 


— .00195 
(.00086) 


— .00208 
(.00083) 


— .00182 
(.00089) 


371 


325 


good corrector for a deficiently measured rate of return and lends sup- 
port to the contention that book earnings, however correct ex post, 
tend to lag behind expected income. This result establishes one inter- 
esting aspect of the unavoidable error in the measurement of expected 


39 
Xi Log Log X, 
sion gs Size 
Growth | Equity . 
(1) —.0002 -—.0052 -—.543 —.104 —.111 —.00010 
(.0037)  (.0030) (.175)  (.067) (.031)  (.00088) 
(2) —.0052 —.538 —.104 —.111 —.00009 
(.0024)  (.152) (.067) (.030)  (.00085) 
(3) —.0037 —.529 —.112 —.126 +.00004 .477 
(.0031) (.178) (.069) (.030)  (.00090) 
1955 
(1) —.0008 —.0039 —.242 —.099 —.090 —.00077 .369 
(.0004)  (.0030)  (.173) (.068) (.030) (,00090) 
(2) ~.0041 —.235 —.100 —.091 —.00074 .369 
(.0025)  (.158)  (.067) (.030)  (.00085) 
(3) —.0003 —.225  —.107 —.101 —.00071 .347 
(.0031) (.173)  (.068) (.029)  (.00090) 
1956 
(1) +.0001 —.0067 —.342 —.141 .423 
(.0024)  (.0037) (.187)  (.085) | 
(2) —.0066 —.345 —.143 
(3) —.0015 —.147 —.185 
1957 
+.0014 —.0076 —.079 .375 
(2) — .0067 — .089 || 
(3) 
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income, and corrects the measured rate of return in the right direction. 

Which measure of growth shall be used? We have learned from the 
empirical results that the trend in equity value, X., performs better 
than the earning trend, X:, as a corrector for a deficiently measured 
rate of return. When X, is substituted for X. in regressions (2) and 
(3), the total coefficient of determination increases and coefficients of 
the other independent variables become more stable over time. More- 
over as X;, growth in earnings, is added to the regressions already con- 
taining X. [regressions (2) and (1) ], the addition to the total explana- 
tion is barely noticeable; and the effect on the performance of the 
other independent variables is minute. When X2, growth in equity 
value, is added to the regression where X;, growth in earnings, has 
already been included then the addition to the explanation of the vari- 
ance of y is appreciable; and the performance of the other independent 
variables is affected, including, of course, the reduction in expected 
performance of X; to less than statistical significance. On the basis of 
a superior performance of X:2 and the fact that the coefficients of the 
other variables are more stable over time with X. rather than X; in 
the regression, we shall choose regression (2) for subsequent exposi- 
tion of remaining empirical results. 

The Pay-out Ratio (X:). The dominant feature characterizing the 
performance of the pay-out ratio is a negative statistically significant 
coefficient, indicating that the higher is the pay-out ratio the higher is 
the value of the firm. 

We have already rejected as an interpretation of this result that, 
ceteris paribus, investors prefer distribution to retention of earnings. 
Instead, the pay-out ratio may represent, in the capacity of an instru- 
mental variable, the extent of error in the measurement of expected 
income. The more measured earnings overestimate expected income, 
the higher is the measured rate of return and simultaneously the lower 
the measured pay-out ratio. Consequently it is to be expected that the 
pay-out ratio would be negatively associated with y, and would thus 
play a useful part in the regressions. We derive additional support for 
this view from the fact that the pay-out ratio coefficients become sub- 
stantially more significant in the negative direction with the inclusion 
of growth variables in the regressions [1, pp. 65-67]. This is best 
exemplified in the 1956 multiple regression of log y on X:, X2, log Xs, 
log X., log Xs, log Xe, and X;. The partial regression coefficient of log 
X; and its standard error were respectively .342, .187. In the same re- 
gression, except for the omission of X2, the partial regression coeffi- 
cient of log X; and its standard error were respectively .147, .164. 

The relation of X; with the growth measures suggests that the par- 
ticularly successful performance of X; may be due to the inclusion of 
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growth measures in the regressions. The relationship of Xs; with the rate 
of return appears in the regressions when growth is held constant. For 
the same growth rate, a company with a higher pay-out ratio is a com- 
pany which was more successful in the past and may be expected to 
continue to be more profitable in the future. Alternatively stated, 
growth is in fact higher when it is not paid for by low dividends. The 
firm with a higher pay-out ratio perhaps grew to a larger extent be- 
cause of improvement in cost conditions and/or favorable shifts in 
demand and to a lesser extent because of retained earnings. Hence, 
when growth is included, Xs indicates a relatively higher level of ex- 
pected income. In this role X:, the pay-out ratio, serves as a corrector 
for an incomplete measurement of expected income in the measured 
rate of return. 

To summarize: The fact that X; coefficients become more signifi- 
cantly negative when growth measures are included in the regression 
lends support to the argument that the negative association between 
X; and y is due to errors in the measurement of expected income, and 
reinforces the claim that Xs, the pay-out ratio, is a corrector for the 
deficiently measured expected income in the measured rate of return. 

Stability in Earnings (X,). The partial regression coefficient of X. 
in the four cross-sections is consistently negative, although only barely 
significant. Thus, the hypothesis of a preference for earnings stability 
is modestly supported. 

It is also noteworthy that X. performs better in the direction pre- 
dicted when Xz, stability in equity value, is present in the same regres- 
sion. In the absence of X; the ¢-ratios of X. coefficients drop consider- 
ably [1, pp. 65-67]. The reinforcement of X. by the presence of X; is 
substantial. In the absence of Xs, the positive relation between Xs and 
the rate of return, y, rubs off on X,4 due to a positive correlation be- 
tween X, and X; (the earning stability and the stability of equity 
value). 

Stability of Equity Value (Xs). Do investors find the stability of 
equity value desirable or undesirable? The coefficient for stability of 
equity value appears with a positive sign, and modest ¢-ratios. Its re- 
liability is fortified by consistency rather than by the level of signifi- 
cance in the separate cross-sections. It indicates that the market has an 
aversion to, rather than a preference for, the stability of equity values 
thus lending support to the less orthodox of the two alternative points 
of view presented in this connection.® 

The positive coefficient for Xs, stability of equity value, is enhanced 

*Other hypotheses may also be consistent with the performance of stability of equity 


value, but the “aversion to equity stability” was the one chosen in advance since it 
seemed the most reasonable. 
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when X,, stability of income, is included in the regression [1, pp. 
65-67]. In two of the four cross-sections the sign is reversed from neg- 
ative to positive, and in others the X; coefficient becomes more signifi- 
cantly positive. The relation of X; to X. seems to be parallel to the re- 
lation of X, to Xs. The negative coefficient of X, is enhanced when X; 
is included, and the positive coefficient of Xs is enhanced when X; is 
included. The regressions show the relationship of each with the rate 
of return, while the other is held constant. 

Size (Xe). We claimed that shares of stock of larger firms are more 
easily sold without significantly affecting market price, that larger 
firms are better known and therefore their shares of stock are more in 
demand, and that larger firms may be considered safer simply due to 
their size. Consequently we predicted a negative relation between size 
and the measured rate of return. Our results strongly support our ex- 
pectation. The performance of the size coefficient compares favorably 
with that of all other variables in the model. Its performance over 
time is the most consistent. The signs of the coefficients are negative 
throughout, and their #-ratio is always well over 2. Thus the conten- 
tion that larger firms are preferred in the market is well supporied.° 

The Debt-Equity Ratio (X-;). The debt-equity ratio results are diffi- 
cult to interpret. In all four cross-sections the coefficient for X; is neg- 
ative [regression (2)], and in 1956 and 1957 it is quite significant. 
This indicates that the higher is the debt-equity ratio the lower is the 
measured rate of return, or a higher value for the equity is associated 
with a higher debt. 

In discussing the rationale for including X; among our independent 
variables, we pointed out that the debt-equity ratio can be interpreted 
in two ways: (1) If it represents deviations from its equilibrium value, 
then it ought to be positively associated with the rate of return. (2) If 
it were to be measured at its equilibrium level it ought to be negatively 
correlated with the rate of return, since then it becomes a measure of 
safety. The results, prima facie, support the latter interpretation. 

But in the light of the particular variables entered in the multiple 
regression, still another interpretation is admissible. If a relevant meas- 
ure of size is the combined value of both equity and debt, then for a 
given value of equity the debt-equity ratio becomes a complementary 
measure of size. The higher the debt-equity ratio for a given equity, 
the larger is the sum of equity and debt. In the multiple regression, X., 

*In this connection, if Xs is measured with an error (measured equity value being 
randomly distributed around “true” equity value) a negative bias may be built into the 
regression relationship between the log of the measured rate of return and log Xz. This 
may be true since X¢ constitutes the denominator of the measured rate (y/X.), and an 


error in X« will affect both sides of the regression equation in opposite directions. How- 
ever, in this study such errors have only a minor effect [1, pp. 59-69]. 
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equity value, is entered along with the debt-equity ratio as an inde- 
pendent variable. Therefore, the regression relationship of the debt- 
equity ratio with the measured rate of return is determined while hold- 
ing equity value constant, which in turn may make the debt-equity 
ratio in the context of this study a measure of size and thus account 
for its negative relationship with the dependent variable. 


III. Conclusions 


The strongest result is in the case of Xc, the size variable. Its per- 
formance constitutes a handsome realization of expectations: it is con- 
sistent and the most significant statistically. It indicates a negative 
relation with the rate of return in all four cross-sections firmly estab- 
lishing that, ceteris paribus, the market prefers larger to smaller firms. 

The most interesting result is the emergence of the coefficients for 
stability of equity value with positive signs in all four cross-sections. 
Contrary to the commonly accepted notions that equity stability is pre- 
ferred, the results lend support to the theory that equity stability is 
avoided. This result merits further theoretical as well as empirical at- 
tention. 

The performance of the coefficients for stability of income is as ex- 
pected; the coefficients emerge with negative signs indicating a prefer- 
ence for stability of earnings. 

The debt-equity ratio relationship shows inconclusive results difficult 
to interpret unequivocally. Although in all four cross-sections its coeffi- 
cients are negative, it is unwarranted to conclude that a high debt- 
equity ratio is an indicator of a desirable characteristic, since in the 
context of this study the debt-equity ratio could be mainly a measure 
of size thereby obliterating its use as a measure of risk. One possible 
improvement would be to enter in the regression the sum of equity 
and debt, thereby insuring that the debt-equity ratio does not serve in 
fact as a measure of size. Another obvious empirical improvement over 
the method used in this study would be to define equity in the denomi- 
nator of the debt-equity ratio as an average of a few years preceding 
the cross-section year itself. This might rid the debt-equity ratio of a 
random component, which is built into the empirical definition by using 
only the cross-section-year average for equity. 

The function of the growth variables was visualized as the correction 
of the measure of expected income in the numerator of the measured 
rate of return. In this capacity their coefficients were expected to have 
negative signs. The growth variables performed as was expected. 

In its capacity as a corrector the pay-out ratio produces significantly 
negative coefficients. These are likely to stem from errors in measure- 
ment of income due either to the transitory nature of any period’s 
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actual earnings, which renders these earnings different from their 
mean, or to accounting misrepresentation of both actual earnings and 
expected income. 

Finally, it is hoped that this study will stimulate awareness of diffi- 
culties involved in the measurement of both the dependent and inde- 
pendent variables and that the distinction between corrective and ex- 
planatory variables may be employed advantageously in further work. 
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FINANCIAL INTERMEDIARIES AND THE LOGICAL 
STRUCTURE OF MONETARY THEORY 


A Review Article 


By Don PATINKIN* 


Specialization is the essence of economic life. And the particular aspect of 
specialization which John G. Gurley and Edward S. Shaw have undertaken to 
analyze in their recent—and long-awaited—book’ is that between earning 
income and disposing of it. It is this specialization that is “the basis for debt, 
financial assets, and financial institutions” (p. 17). Conversely, the existence 
of such financial arrangements is a necessary condition for the transfer of 
funds from savers to investors. Thus the ability of an economy to draw 
resources to their most efficient uses depends in a crucial way on the effi- 
ciency of its financial system (p. 56). 

The workings of this financial system are studied by Gurley and Shaw 
(henceforth referred to as G-S) in a fresh and provocative way. Indeed, this 
is their major contribution: the detailed presentation of a conceptual frame- 
work from which they fruitfully reconsider old and familiar problems, and 
fruitfully undertake the analysis of new and unfamiliar ones. 


I. The Main Argument 


The main theme of the book is the development of “a theory of finance 
that encompasses the theory of money, and a theory of financial institutions 
that includes banking theory” (p. 1). By this first objective is meant the 
presentation of the theory of money as part of a general theory of optimum 
portfolio selection (p. 57). Similarly, by the second objective is meant the 
presentation of the theory of the banking system as part of a general theory 
of the choice of optimum portfolios of assets and debts by financial institutions 
of various kinds. 

In accomplishing their first objective, the authors follow in the footsteps 
of Keynes, Joan Robinson, Hicks, and Tobin—to whom they make explicit 
acknowledgments (p. x). In this connection they provide a wealth of instruc- 
tive and illuminating detail on the overriding objective of risk-avoidance 
which leads individuals to diversify their portfolios (p. 117), and on the 
comparative advantages and disadvantages of the various assets amongst 
which this diversification is carried out [tangible assets, short- and long-term 


* The author is professor of economics at the Eliezer Kaplan School of Economics and 
Social Sciences, The Hebrew University, Jerusalem, and also director of research of the 
Falk Project for Economic Research in Israel. 


* Money in a Theory of Finance, by John G. Gurley and Edward S. Shaw, with a 


Mathematical Appendix by Alain C. Enthoven. Washington, D.C.: The Brookings Institu- 
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bonds, constant-purchasing-power bonds, stocks, and “blue chips” (pp. 32-33, 
159-73)]. G-S then go on to show that there are forces leading to security dif. 
ferentiation on the supply side as well, In brief, “excess demands, positive or 
negative, for current output are of necessity excess supplies of securities, and 
the sectoral location of excess demands partly determines the types of primary 
securities that will be issued. . . . Sharecroppers cannot issue conimercial paper, 
or farmers corporate bonds, or business firms Treasury bills. . .. The real world 
and the financial world are one world” (pp. 120, 122-23). 

At the same time, G-S explicitly disclaim any intention to “advance in the 
least the theory of risk and uncertainty” (p. 10; also p. 92). Furthermore, 
their statement of the conditions that define an optimum portfolio is, to say 
the least, vague. This optimum is merely described (for a portfolio consisting 
of tangible assets, bonds, and money) as a situation which obtains when there 
exists a certain imprecisely specified relationship among the “marginal rental 
rate” (i.e., marginal productivity of capital—p. 26), the rate of interest, and 
the “implicit deposit rate” (pp. 32-33; also bottom of p. 119, and p. 127). 
By this last is meant some measure of the traditional transactions, precau- 
tionary, and speculative benefits of holding money, in addition to the possible 
benefits to be derived from a decrease in the price level (pp. 31-33, 70-71, 
151-53). But nowhere is this rate explicitly defined. Indeed, there is not 
even an unambiguous statement of its dimensions! At one point (p. 32, top) 
it seems to have the dimensions of utility, while at another (p. 152) it seems 
to have those of a percentage, or even of money.* 

Thus it is not in the direction of the pure theory of portfolio selection that 
G-S’s contribution lies. This, instead, is to be found in the accomplishment of 
their second objective: namely, the analysis of “financial intermediaries,” that 
is, “financial institutions whose principal function is the purchase of primary 
securities and [by?] the creation of claims on themselves” (p. 363). Here 
G-S are breaking new ground all the way. First, they bring “nonbanking” 
or “nonmonetary” financial intermediaries [e.g., insurance companies, sav- 
ings and loan associations, mutual savings banks, pension funds (p. 193) ] 
out of the limbo to which they have been relegated by most economic theory, 
and analyze them both from the viewpoint of their influence on the “real” 
variables of the system (namely, the rate of interest, and thereby the levels 
of savings and investment), and from the viewpoint of their impact on the 
banking system. 

Second, they most stimulatingly show (and this is one of their main themes) 
that the banking system itself is only one (albeit, usually the most important 
one) amongst many different kinds of financial intermediaries. In one of 
those striking passages that recur throughout the book they write: 


There are many similarities between the monetary system and non- 
monetary intermediaries, and the similarities are more important than the 


*This dimensional confusion is particularly noticeable on page 66 where we are told 
that an optimum position obtains when there exists “a balance among marginal utility 
of consumption, the rate of interest, and the marginal implicit deposit rate for real money.” 
This passage also illustrates the imprecision of G-S’s description of the optimum—for what 
is the meaning of “balance”? 
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differences. Both types of financial institution create financial claims; and 
both may engage in multiple creation of their particular liabilities in re- 
lation to any one class of asset that they hold (p. 202). 

The difference between the monetary system and nonmonetary inter- 
mediaries in this respect, then, is not that one creates and the other does 
not, but rather that each creates its own unique form of debt. .. . Money 
is unlike other financial assets, for it is the means of payment. Corporate 
stocks are unlike other financial assets, too, for they carry ownership 
rights in corporations. And policyholders’ equities in insurance companies 


are different because they are linked to certain insurance attributes (pp. 
198-99). 


Similarly, G-S insist on analyzing the economic behavior of the banking 
system—like that of any other intermediary—in terms of its attempts to 
achieve an optimum portfolio of assets and debts within the restrictions 
imposed upon it. This approach is to be contrasted with the usual tendency 
of economists to treat the banking system as the Cinderella of monetary 
policy: as a parasitic member of the community, permitted to earn its living 
by doing something which—if it only wanted to—the government could do 
without cost (namely, creating money); as a member whose existence is 
accordingly suffered, and on whom we can therefore impose without compunc- 
tion any restrictions deemed necessary by monetary policy. What G-S have 
shown is that the banking system has a purpose and a soul, and that if its 
welfare is not properly considered, it will wither up and die. The acceptance 
of G-S’s approach should go far toward eliminating that War of Amalek 
between economists and bankers with which we feel it our duty to indoctrinate 
our beginning students. 

One of the main questions that concern G-S is the relationship between the 
real and the financial in the growth process. On the one hand, they emphasize 
that improvements and innovations in ‘financial technology” can speed up 
this process by expediting the flow of funds from savers to investors, and 
thereby reducing the rate of interest, Under the heading of such technologi- 
cal improvements come improved distributive techniques (better communica- 
tions, lower transactions costs, and generally the perfection of a well-developed 
securities market) and the emergence of financial intermediaries, primarily of 
the nonmonetary type (pp. 123-26). 

On the other hand, G-S continuously stress that an integral part of the 
growth process is an increasing demand for real financial assets—in the form 
of both money and securities. Correspondingly, one of the questions to which 
they repeatedly return is the “neutrality” of money in this process: whether 
it makes any difference to the economy whether the increased real money 
balances it demands are supplied by an increase in the nominal quantity of 
money or by a decline in the absolute price level. Here the authors reconfirm 
the conclusion that, in the absence of money illusion, distribution effects, and 
rigidities, it does not make any difference. At the same time, on the familiar 
grounds that these assumptions are not likely to prevail in the real world, 
they make clear their own preference for accompanying the growth process 
with a concomitant growth in the nominal money supply (pp. 179-87). They 
also nicely emphasize that by adopting a policy of increasing nominal money 
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at a constant price level, the government is in effect borrowing from the 
private sector at a zero interest rate, and can make use of these borrowings 
to finance an investment program that will further speed up growth (pp. 
41-42), Alternatively, it can accomplish the same result by injecting the new 
money into the economy in such a way as to lower the rate of interest 
(pp. 185-87). 

G-S also provide a formal analysis of the implications of the balanced- 
growth process for the stock of securities in the economy (pp. 95-112), There 
are, however, some loose ends to this analysis." But my main reaction is to 
attach considerably less importance to this analysis than the authors seem to: 
for the balanced-growth assumption precludes from the outset just those pos- 
sibilities of changing portfolio compositions and changing money velocities 
that should be of primary interest to monetary theorists (cf., e.g., pp. 110-11). 

A recurrent and basic theme of G-S’s book is that the growth in the 
totality of financial assets has a “scale effect” on the demand for any one 
given financial asset, and for money in particular (pp. 167, 170, 174, 177-78, 
203). It is here that I find some of the most questionable aspects of G-S’s 
argument, First, this totality of assets is measured in a gross way, without 
netting out any concomitant increase in debt. Second, the influence of these 
assets is conceived as something distinct from the influence of real wealth 
(p. 173, bottom), Al this is part of G-S’s repeatedly emphasized “gross 
money doctrine,” which will be discussed in detail in the next section of 
this review. There it will be shown that G-S’s “doctrine” stems from a basic 
misunderstanding. It will also be argued that the proper variable for the 


analysis of demand for any good, including money and securities, is total net 
wealth, including wealth in the form of financial assets.‘ 

A great virtue of G-S’s book is that the authors tie in their theoretical 
analysis with policy recommendations. Furthermore, it is abundantly clear to 


*I have in mind the following points: (a) In their analysis of the debt-income ratio in 
equation (6) on page 10S, G-S do not even advert to the possibility of m (the rate of 
growth) being less than i (the rate of interest). Nor do they consider the case in which 
the marginal productivity of capital equals the rate of interest, so that the debt-income 
ratio reduces to the capital-output ratio, (b) It is contended that the existence of cyclical 
movements “is a drag on the growth of primary securities and financial assets” (jp. 115). 
But it is not explained why this should cause the growth to be smaller over the period 
as a whole than that which would have taken place if the economy had expanded smoothly 
at the average rate of growth which obtained, (c) Ambiguity also surrounds the discus- 
sion of “mixed asset-debt positions,” e.g. the position of a firm which issues securities 
in order to finance the holding of money (pp. 112-13). This will clearly increase the 
absolute supply of securities. But it should have been made clear that as long as the 
degree of “mixedness” remains constant there is no effect on the rate of growth of out- 
standing securities. 

*I hasten to add that my own treatment of this question in Money, Interest, and 
Prices, Evanston, Ill, 1956, is not satisfactory: for there too demand is not represented 
as being dependent on the aggregate: value of physical and monetary assets together 
(p. 126; see also pp, 205-6). On the other hand, it is not, strictly speaking, always cor- 
rect to assume that the dependence of demand is on total wealth—that is, solely on the 
discounted value of the income stream, Under certain assumptions, it can be shown that 
the time-shape of the income stream also affects demands. 
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the reader that the authors have built their theoretical structure on the basis 
of a close and intimate knowledge of the realities of a modern financial 
system. Indeed we are explicitly told (p. vii) that the book is the outgrowth 
of an empirical study of financial institutions in the United States, the com- 
plete version of which is yet to be published. 

One of G-S's policy conclusions is that there should be a greater integra- 
tion—if not consolidation— of monetary and government-debt raanagement. 
“Government debt, on the one hand, and debts of the monetary system on 
the other, are each so important a segment of total financial assets that 
management of them by different authorities working ior dissimilar goals 
must be expensive in real interest costs to the Treasury, in monetary stability, 
or in real earnings of the banking system” (p, 280). This is not an un- 
familiar contention, but it receives new force when viewed from the con- 
ceptual framework which G-S provide. 

More novel conclusions are that monetary policy does not require either a 
legal or customary minimum reserve ratio; that, indeed, such a ratio forces 
the private banking sector frequently to become a “disequilibrium system’~ 
for it is forcefully prevented in this way from achieving its optimum port- 
folio; and that, accordingly, a policy of paying banks a variable rate of in- 
terest on their deposits at the central bank (including the possibility of 
imposing negative rates) is a more desirable, and more flexible, means of 
influencing the banking system so as to contract and expand in accordance 
with the desiderata of monetary policy (pp. 266-71, 289). 

Finally, and most interestingly, G-S argue that the choice of the banking 
system as the sector through which monetary policy is usually effected has 
worked to the disadvantage of this system as compared with other types of 
financial intermediaries. It is to this that they attribute the declining net 
profit-asset and capital-asset ratios of the banking system. Their suggested 
solutions for this state of affairs range from 100 per cent money and a na- 
tionalized bank system to the spreading of controls over nonbanking financial 
intermediaries as well, “so that the burden of control is distributed more 
evenly among issuers of financial assets.” These controls “may also be ex- 
tended to . . . issuers of primary securities, as illustrated by consumers 
credit regulations or by private capital issues restrictions” (pp. 288-91). 

Whether or not one accepts these conclusions, there can be no doubt that 
future discussion of these problems will have to consider the points raised by 
G-S, and can also profitably make use of the analytical framework they have 
provided for this purpose. In brief, their book is one that must be read by 
every serious student of monetary theory and policy. 

At the same time I must note that G-S’s book suffers from some serious 
failings. First of all, its language is occasionally woolly and imprecise, and 
too frequently tends to the overdramatic (cf., e.g., pp. 39-40, 118, and espe- 
cially 141-42). More important, the book is much too repetitious—-to a 
degree that goes far beyond the degree of “judicious repetition” dictated by 
the author’s perfectly justified plan of proceeding from simple to more com- 
plicated models. What is accomplished by describing the nature of the 
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demand for nvoney in essentially similar ways first on pages $2-35, then on 
pages 70-71, and Anally on pages 180-53? And the same may be asked for the 
triple discussion or the neutrality of money on pages 39-46, 82-88, and 
179-87. Why is security diversification discussed under three separate headings 
on pages 70-72, 117-19, and 150-82, respectively? This repetition is not 
only tiring but at times actually confusing, There is no doubt that Money in 
a Theory of Finance would have been a better book, and one with a much 
sharper impact, if it had been cut considerably, 

On the other hand, despite the repetition, the reader is sometimes left in 
the dark as to the nature of the assumptions on which the argument at spe 
cifle points is based, Thus he must infer for himself that the discussion of 
Chapter 4 is based on the assumption that all money is of the “inside” variety 
(see next section), and the same is true for Chapter 7. Similarly, only later 
does it become clear that the argument on pages 79-81 assumes a balanced: 
growth process, And he is left to extend for himself the flow-of-funds table 
of page 22 to the discussion on pages 58-59, where it is really essential for a 
full understanding of the argument, 

The second failing of the book stems from G-S’s straining at “iconoclasm” 
(p. ix). This is what leads them to some of the stylistic excesses already 
noted, More important, it prevents them from lending a sufficiently under- 
standing ear to some of the teachings of the Old Gods, including the Key- 
nesian ones, As a result G-S sometimes misinterpret these teachings. And 
sometimes they fail to see the deeper relationship between these teachings 
and their own, a fact which prevents the reader (and frequently the authors 
too!) from seeing the full significance of the argument, We will see the main 
examples of this in Sections LI and LI below. 

The last failing of the book is that it is involved in serious error at some 
points which are fundamental to its theoretical structure. This is what will 
be shown in Sections LI and IV below. 

Not much will be said here of the Mathematical Appendix to the book, 
which was written by Alain C, Enthoven. This gives a good deal of emphasis 
to the problem of balanced growth. I might, however, point out that this 
appendix makes repeated use of Samuelson's “Correspondence Principle” 
without really answering the criticisms which have demonstrated its limited 
applicability (p. 328, n. 25). My main criticism, however, is on the grounds 
of omission: There is not always full communication between appendix and 
text. More important, the appendix does not treat just those crucial and in- 
correctly analyzed issues referred to in the preceding paragraph; and what 
makes this omission particularly unfortunate is that the errors are of a type 
that might have been caught by a mathematical cross-checking of the argu- 
ment. All this will become clear from what follows. 


IT. “Inside” and “Outside” Money 


One of G-S’s significant contributions is in bringing to the fore the distine- 
tion between money based on private domestic debt (“inside money”) and 
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money of a fiat nature or based on any other asset (“outside money”), Never- 
theless, as already indicated, the analytical developments which G-S base on 
this distinction are themselves involved in error, In order to show this, we 
must first describe G-S’s modél in somewhat greater detail.” 

In a familiar fashion, this model divides the economy into three sectors 
(consumers, business firms, and government) and four markets (labor serv- 
ices, current output, bonds, and money). ‘Two additional notions crucial to 
G-S's analysis are that of “nonfinancial spending units” and “primary securi- 
ties.” By the former is meant “spending units whose principal function is to 
produce and purchase current output, and not to buy one type of security by 
issuing another” (p, 59), Correspondingly, “primary securities” are defined 
as “all liabilities and outstanding equities of nonfinancial spending units” 
(ibid.). All consumers and firms in the preceding model are assumed to be 
nonfinancial spending units, Only firms, however, are assumed to issue 
primary securities, and these for simplicity are assumed to have the form 
of a homogeneous perpetuity paying $1 annually, so that its price is the 
reciprocal of the rate of interest, or $1/i. 

Since money is a type of security, and since the government (assumed to 
consist of both a Policy and a Banking Bureau) can acquire primary securities 
by issuing money, it is not a spending unit but a financial intermediary. 
Correspondingly, the debt of government, like that of any such intermediary, 
is referred to as an “indirect security.” In this simple model the only such 
security is money, The term “financial asset” refers to both direct and in- 
direct securities, Purchase of primary securities by consumers is referred to 
as “direct finance’; purchase by financial intermediaries (government, in 
this case), as “indirect finance” (pp. 59-61; 93-95).° 

Zach of the three sectors has a budget restraint, showing the sources and 
uses of its funds: this is essentially what is shown by the flow-of-funds 
account (p. 22). Each of these restraints states that the excess of receipts 
over spending (on capital as well as current account) must equal the sector’s 
net accretion of financial assets (bonds and money). Every economic unit is 
classified as “surplus” or “deficit” according to whether this excess is positive 
or negative (p. 21). For the most part, households are surplus units and firms 
deficit units, 

The nature of the relationships among the sectors of this economy can then 
be illustrated by the sectoral balance sheets of Table 1—where the symbols 
M°, B, M", B*, B® and M are defined as indicated. From the definition given 
at the beginning of this section, it is clear that the economy described by this 
table has 100 units of inside money (corresponding to the value of the bonds 
held by the government and monetary sector) and 75 of outside money (cor- 


*What the following actually describes is G-S’s “modified second model” (pp. 82 ff.). 
This includes features present only in the “rudimentary model” of Chapter 2. 


* Actually, the classification of the government is ambiguous, though G-S do not recog- 
nize it as such in their discussion on page 94. To the extent that it issues inside money, 
it is a financial intermediary. But to the extent that it issues fiat outside money to cover a 
deficit on current account, it is just like any other nonfinancial spending unit. 
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Assets Liabilities 
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Money (M*) 
Tangible 
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Net Worth 
Accumulated 
Savings 
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Rusiness Sector 


Assets 


Money 75 
Bonds (2) 


Consumer Sector 


Liabilities 
None 
Net Worth 


Accumulated 
475 


450 Savings 


980 475 47s 


Government and Monetary Sector 
Assets 
Bonds (B84) 


Liabilities 

Money (M) 

Net Worth 
Aceumulated 
Savings 


100 175 


75 


100 100 


responding to the flat money issued to finance the cumulated deficit of this 
sector), 

In order to evaluate G-S’s further analysis of this model, it will first be 
necessary to depart somewhat from their description of the demand functions. 
In particular, assume for simplicity’s sake, and in accordance with recent 
developments,’ that the household demand functions depend on its total 
wealth, The essential point for monetary theory is that this wealth also con- 
sists of the household's initial holdings of financial assets, This, indeed, is the 
origin of the real-balance and real-indebtedness effects. In particular, it is 
assumed that these demand functions depend upon—in addition to the rate 
of interest, /--household wealth, W, where 

Bo* 
+ Mo* 


(1) W = T.+ 
where T represents the discounted value of the income stream; p represents 
the price level; and where the subscript “0” indicates given, initial quantities. 
Since the present discussion is restricted to a stationary state, 7 is constant 
and so can be disregarded in what follows. In a similar way it is assumed that 
businesses’ demand functions depend on: 

Bo 

—-—-+ M, 


Let us now make the further assumption that in the economy as a whole 


‘Milton Friedman, A Theory of the Consumption Function, Princeton 1957, pp. 7-10. 
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there are no distribution effects; that is, that the aggregate demand of the 


economy depends only on the total of assets, and not on their distribution as 
between households and businesses, This means that these functions depend 


upon: 
Bo Bo 
1 


p 


(2) 


Making use of the definitions: 
(3) My = My Mo’, and Bo = Bo + Be, 
we can reduce this to: ' 


+ Mo") + (Bo* Bo) Mo Bot 


(4) - 
p p 


This last is clearly identified as the net real debt of the government sector to 
the private sector, or alternatively as the real value of outside money, 


Making use of the preceding, let us write the following demand and supply 
functions: 


p 


= aggregate demand for commodities; 


Me 
Be 
= Hi Yo, i, 


~ households’ demand for real bond holdings as a stock; 


Bo 
= ote 
i 


= businesses’ supply of real bond holdings as a stock; 


( 
t 

(8) r i > 


= aggregate demand for real money holdings as a stock. 


The foregoing system of equations has ignored the market for labor, for 
this is assumed to be in full-employment equilibrium (pp. 10, 26). In order 
to keep the discussion here related to the G-S one, the functions are also as- 
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sumed to depend on national income, VY, though the assumption that they 
depend on wealth might be taken to imply that this additional dependence 
on ¥ is otiose, Since in any event ¥ is assumed to be constant at V,, this issue 
will not affect the subsequent argument. 

Assume that all demands are positively dependent on income* and net 
financial assets, On the other hand, business supply of bonds is negatively de- 
pendent on these variables; for the higher are a business’ financial assets, the 
less it need be dependent on debt financing, What must now be emphasized 
is that the assumed absence of distribution effects implies that if households’ 
financial assets increase by the same amount that firms’ decrease, then the 
former's increased demand for bonds is exactly offset by the latter's increased 
supply. That is, the absence of distribution effects implies that at the level of 
aggregate behavior it is only the sum total of financial assets in the economy 
that matters. Hence the private sector's excess demand function for bonds— 
defined as the households’ demand minus firms’ supply —must have the form:® 


My — By 


(0) Bl Yi, 
p 
BR 


-—+ 
=H\ Vo, 4, J\ Vo, i, 


p 
On the basis of the foregoing discussion we can now write our general- 
equilibrium equations as: 


Equilibrium Condition Market 


(10) F\ Vo, é, commodities, 


i 
(11) B\ Vo, bonds, 


(12) L\ Yo,i,— > money. 
If all money is of the outside variety, then By’ = 0, and the foregoing sys- 
tem reduces to a very familiar form, G-S, however, are primarily interested in 


* For reasons which are never explained G-S assume that the income elasticity of demand 
for money is greater than that for bonds (p. 71). This unexplained assumption is an 
important component of their subsequent argument (pp. 157-58). 

*In mathematical terms, absence of distribution effects implies that ) ) 


== 0, where Ha( ) and J,( ) represent the partial derivatives with respect to the third 
argument. 
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the opposite case, in which money is entirely of the inside variety, This means 
that:'* 


(13) 


which in turn implies that the net financial assets of the private sector are 
zero. Hence system (10)-(12) reduces to: 


(14) Vo, i) Yo 0, 


Mo 
(15) B*( Vo, i) + = 0), 


My 
(16) L*( Yo, i) = 0, 


M 
where —— simultaneously represents the government's real holdings of bonds 


and the total real quantity of money in the economy-—and where the asterisks 
remind us that these functions differ from those of system (10)-(12). 

The foregoing analysis has made use of what G-S call the “net-money 
doctrine”; the “approach to monetary theory [which] nets out all private 
domestic claims and counterclaims before it comes to grips with supply and 
demand on the money market” (p. 134). This they contrast— very unfavorably 

with the “gross-money doctrine” which “avoids such consolidation of fi- 
nancial accounts” (ibid.), Thus in the case of Table 1, according to G-S, the 
net-money doctrine would say that the quantity of money is 75, while the 
gross-money doctrine would say that it is 175 (pp. 134-36). Against the net- 
money doctrine G-S then bring to bear a detailed and elaborate criticism (pp. 
134-49), But as we shall now see, this criticism is quite beside the point and 
stems simply from a misunderstanding of the fundamental distinction between 
dependent and independent variables of the analysis, a misunderstanding 
which mars G-S’s argument at other points in their book as well." In particu- 
lar, G-S fail to distinguish properly between bond and money holdings as 
dependent variables (B*, B*, and M“) and these holdings as independent 
variables ( By", By, My" and 

More specifically, G-S fail to realize that even though it is the net aggregate 
value of financial assets which is the proper independent variable of the de- 
mand functions of the private sector, it is the individual financial assets which 
are the proper dependent variables of the analysis. Thus in the special case of 
all money being inside money, system (14)-(16) shows that net financial 
assets disappear as arguments (i.¢e., independent variables) of the demand 


“Strictly speaking, the following relationship implicitly assumes that all government 
capital gains from a reduction in interest are returned to the private sector as transfer 
payments financed by printing money, A corresponding statement holds, mutatis mutandis, 
for capital losses. 

"See, for example, top of page 29; see also the discussion in footnote 20, below. 

"This distinction is quite clearly made in the Mathematical Appendix, especially on 
page 320. But unfortunately there is no communication between the appendix and the 
text on this crucial point. 
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functions; but this in no way affects the fact that, in back of system (14)-(16), 
lies a system like (5)-(8) in which the individual demands and supplies for 
financial assets remain the dependent variables of the analysis. Though it is 
necessarily the net-money doctrine which is relevant for considerations of the 
wealth effect on demand functions, it is equally necessarily the gross-money 
doctrine which is relevant for considerations of the optimum amount of money 
which an individual wishes to hold in his portfolio. There is no contradiction 
between these two “doctrines”: they simply refer to two completely different 
things.*® 

It should be emphasized that there is nothing unusual about this distinction: 
thus, consider the familiar case of an economy consisting of individuals who 
receive their income in the form of initial endowments of two commodities, x 
and y. If we abstract from distribution effects, the demand functions of this 
economy depend upon (among other things) the aggregate value of the initial 
quantities of x and y (i.e., total income); but this in no way affects the fact 
that the economy has separate demand functions for x and y. This example 
brings out the further point that the net-money doctrine does not represent an 
additional and optional assumption, but is the logical consequence of assuming 
at one and the same time that (a) the demand of an individual depends on his 
total wealth and (b) there are no distribution effects. G-S explicitly accept the 
second of these assumptions——and give no indication of rejecting the first. 
Hence, if they are to be consistent, they themselves cannot reject the net- 
money doctrine. 


From all this it is clear that, contrary to the contentions of G-S, the net- 


money doctrine does not imply that an economy with only inside money is 

“money-less and bond-less” (p. 138), so that its price level is indeterminate 

(pp. 142-44). Indeed, the determinacy of such a system is immediately evident 

from equations (14)-(16) above. For though an arbitrary (say) increase in p 

will not affect any of the demand functions in this system, it will, by decreas- 
M 

ing , create an excess (or, in G-S’s terminology “incremental”) demand 


for money; alternatively, it will create an excess supply of bonds. This will in- 
crease i, thereby [from (14)] create an excess supply of commodities, and 
thereby drive the price level down again. 

This is how the “traditional argument” would be stated. It can also be 
stated, in G-S’s conceptual framework, in terms of the fact that the increased 
price level disturbs the portfolio equilibrium of the private sector by decreasing 
its real money holdings relative to its bond holdings, and that the attempt of 
the private sector to re-establish equilibrium will cause the system to return 


* At one point (p. 320, top), the Mathematical Appendix does write the demand func- 
tions as dependent upon total financial assets. But this procedure is not carried over to 
other parts of the appendix—and its implications for the argument of the text are not 
seen. 

On my own confusion on related points in earlier writings, see footnote 3 above. 

™ Pp. 74-75, 79, and 143. There is some confusion in G-S’s presentation of the argu- 
ment. For they assume that the amount of bonds firms supply goes up proportionately 
with the price level, and state that such an assumption is necessary in order “to avoid 
distribution effects” (p. 75). Now, first of all, by G-S’s own assumption as to the be- 
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to its original position.’* This may be a more sophisticated way of describing 
the matter, but it certainly does not differ substantively from the argument of 
the preceding paragraph. And there is certainly no basis for G-S’s contention 
that the “net-money doctrine overlooks the bearing of portfolio balance on real 
behavior” (p. 144). 

I would conjecture that what misled G-S in all this discussion is the fact 
that the demand functions of a purely inside-money economy are independent 
of the absolute price level (note their emphasis on this fact on pp. 73-74). 
From this (I suspect) they incorrectly inferred that the system of equations 
of such an economy is ensnared in the price indeterminacy of the invalid 
dichotomy. They did not realize that what involves a system in such a 
dichotomy is instead the quite distinct assumption that all (nonmoney) excess 
demand functions are unaffected by the price level. And they particularly did 
not realize that, as shown by equations (14)-(16), a purely inside-money 
economy is actually a particular instance of the special case in which the sys- 
tem can be validly dichotomized by virtue of the fact that, though the com- 
modity excess-demand equation is independent of the price level, the bond 
excess-demand equation is not.” 

Looking at the inside-money model in this way also enables us quite simply 
to deduce one of G-S’s main conclusions: namely, that open-market purchases 
in such a model: (i.e., government acquisition of private securities) will not 
affect the rate of interest. Equation (14) shows us that, under the assumption 
of full employment, there is only one rate of interest at which the commodity 
market can be in equilibrium. Hence nothing that happens in the bond or 
money markets alone can affect the equilibrium rate of interest. Once again, 
we can equivalently carry out the argument—as G-S do—in terms of “port- 
folio balance” (pp. 76-77). But in this case I believe that the G-S argument ' 
is less revealing than the “traditional one”’; for it fails to bring out the crucial 
nature of the dichotomy between the real sector and monetary sector which is 
implicit in the assumption of a purely inside-money economy. 

By way of contrast, consider the case in which there is both inside and out- 
side money, so that the more general system (10)-(12) obtains. It is immedi- 
ately evident that the commodity market in this case can be in equilibrium at 
an infinite number of combinations of interest rate and price level. Hence the 


havior of firms (pp. 63-64), an increase in the price level will not cause a proportionate 
increase in the supply of bonds—for it will have an encouraging “debt effect.” Secondly, 
as shown above, what is necessary for the argument is that the excess demand function 
for bonds be free of distribution effects—and this can obtain even if ‘the amount of 
bonds outstanding remains constant. For, as emphasized in equation (9) above, all that 
absence of distribution effects means is that the indebtedness effects of firms and house- 
holds offset each other. 

This confusion recurs throughout G-S’s book (cf., e.g., pp. 88, 234 and 251). They may, 
of course, be thinking of changes in the initial quantities of bonds. But since, as just 
emphasized, they do not distinguish properly between initial and demanded quantities, 
their argument is not clear. 

™See Money, Interest, and Prices, pp. 109-10. The validity of dichotomizing the system 
in this case has recently been emphasized by Franco Modigliani in the postscript attached 
to the reprinting of his well-known article on “Liquidity Preference and the Theory of 
Interest and Money” in The Critics of Keynesian Economics, ed. H. Hazlitt, Princeton 
1960, pp. 183-84. 
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equilibrium condition in this market does not uniquely determine the rate of 
interest, so that there is room for changes in the interest rate to result from 
changes originating in the bond or money markets (the monetary sector). In 
particular, an increase in outside money in this case will raise the interest rate 
(pp. 85-86)"* while an increase in inside money will lower it (pp. 84-85, 144- 
47). On the other hand—as the reader can readily verify from system (10)- 
(12)——a proportionate increase in both inside and outside money will cause a 
proportionate increase in prices and leave the interest rate invariant (p. 85). 

Two comments must be made here. First—and related to our earlier discus- 
sion—the open market purchase of bonds in the preceding case does not ini- 
tially (i.e., before the interest rate change) affect the net obligation of the gov- 
ernment to the private sector as represented by equation (4) above; corre- 
spondingly, it does not initially affect the demand functions in system (10)- 
(12). But by generating corresponding increases in B,* and Mo, it does create 
an excess demand for bonds and an excess supply of money—thus driving the 
interest rate down. In this way we see the untenability of G-S’s contention that 
the “net-money doctrine . . . implies that management of inside money cannot 
come to grips with the rate of interest” (p. 147). 

My second comment is more a question of emphasis. G-S have done a real 
service in making explicit the distinction between inside and outside money. 
At the same time I think it is unfortunate that they have chosen to refer to the 
foregoing resuits as proving “that money is not neutral, within a neo-classical 
framework, when there is a combination of inside and outside money” (p. 232). 
For G-S repeatedly recognize that the “neo-classical framework” implies the 
absence of distribution effects—-which means, among other things, that the in- 
creased money supply is injected into the system so as not to disturb “the pat- 
tern of demand for current output” (p. 41). Why, then, is there any essential 
difference between this and assuming that the money is injected so as not to 
disturb the pattern of demand for financial assets? And is it not this latter 
condition that we are implicitly fulfilling when we assume that the monetary 
increase is accomplished in such a way as not to disturb the proportions be- 
tween inside and outside money? 

Before concluding this section I must voice a more fundamental objection, 
though not to an analytical aspect of the book. G-S have explicitly adopted 
the procedure of “no footnotes and no bibliography” (p. x). There is much to 
be said for such a procedure. But it would seem to me that the “ground rules” 
(to use one of the G-S’s pet phrases) of scholarship then require the authors 
to foreswear the pleasures of Dogmengeschichte, and particularly the pleasures 
of casting anonymous shafts at “traditional” and “neo-classical” economics. 
Unsupported obiter dicta on the nature of the latter can only add confusion 
to an already complicated issue. 

Thus I for one would have been much happier not to have been un- 
equivocably told, with respect to an economy all of whose money is of the 
inside variety, that “the traditional answer would be that the price level is not 


“This rather surprising conclusion results from the assumption that the government is 
a creditor of the private sector. If it were a debtor, interest would fall. See Enthoven’s 
y asd pp. 330-33. See also Money, Interest, and Prices, ch. 12, sec. 5, and Mathematical 
Appendix, 9: e. 
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determinate, and that any price level would be compatible with general equilib- 
rium” (p. 74); or that “the quantity-theory solution”—for the case of an in- 
crease in inside money when there exists money of both varieties—is “a new 
equilibrium at doubled levels of commodity prices, money wage rates, and 
nominal primary securities—with the rate of interest unchanged” (p. 145; see 
also p. 147). And I would have been happiest to have been informed who 
were the culprits responsible for such statements, and how far back in the 
literature one has to go in order to find signs of their activity. 


Ill. The Influence of Financial Intermediaries 


Within the confines of one book G-S have admirably transformed the analy- 
sis of financial intermediaries from a hitherto neglected question in the litera- 
ture to one which will now have a recognized place in the corpus of monetary 
theory. My only objection to their analysis is that it is not sufficiently inte- 
grated into this corpus, and that as a result its full significance is not brought 
out. This is what will now be shown. At the same time it should be made 
clear at the outset that from the substantive viewpoint the following merely 
repeats G-S’s analysis. It gives it only a slightly different twist—a slightly 
different. emphasis. But it seems to me that this emphasis is of importance in 
simplifying and clarifying the analysis. 

G-S fruitfully conceive of financial intermediaries (especially of the non- 
banking type) as processing plants whose function it is to “turn primary 
securities into indirect securities for the portfolios of ultimate lenders” (p. 
197). Intermediaries are able to profit by this transformation process by ex- 
ploiting “economies of scale in lending and borrowing. On the lending side, the 
intermediary can invest and manage investments in primary securities at unit 
costs far below the experience of most individual lenders. The sheer size of its 
portfolio permits a significant reduction in risks through diversification, It 
can schedule maturities so that chances of liquidity crises are minimized. The — 
mutual or cooperative is sometimes favored with tax benefits that are not 
available to the individual saver. On the borrowing side, the intermediary with 
a large number of depositors can normally rely on a predictable schedule of 
claims for repayment and so can get along with a portfolio that is relatively 
illiquid” (p. 194). 

In other words, the result of developing nonbanking financial intermediaries 
(like that of improving distributive techniques) is to provide ultimate lenders 
with the possibility of purchasing a security which is more attractive (more 
“liquid”) than the primary securities issued by the ultimate borrowers (pp. 
123-26). If G-S had followed up this aspect of their argument, they could have 
simply and instructively presented it as analytically equivalent to the case of 
an assumed increase in the liquidity of bonds within a standard Keynesian 
model. Such an increased liquidity makes bonds a better substitute for money, 
and thus causes the demand curve for money both to shift leftwards and to 
become more elastic. This is represented by the shift from D to D’ in Figure 1, 
which essentially reproduces G-S’s Charts 5 (p. 163) and 8 (p. 216). It 
follows that if the real supply of money remains constant at OC, then the rate 
of interest must decline from i, to ig. 
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This, within the familiar framework of Keynesian theory, is the why and 


wherefore of the influence of financial intermediaries on the rate of interest, 
and thence on the real variables of the system. And within this same familiar 
context G-S could also have simply, succinctly, and systematically placed their 
analysis of an assumed greater marketability of securities, or smaller risks of 
default, or a shift in the “mix” of securities in favor of shorter-term obligations 
(pp. 160-73); or of government’s substituting its securities for private ones, 
or insuring the latter (pp. 224-27); or of government’s decreasing the liquidity 
of bonds relative to money by insuring the latter (pp. 225-26; this, of 
course, would reflect itself as an opposite shift—from D’ to D). In a similar 
way, we can see from the diagram that if the monetary authority wishes to 
raise the interest rate from i) to i, by open-market sales, then it must decrease 
the real money supply much more in the case of the elastic demand curve D’, 
which characterizes a system with nonbanking financial intermediaries, than in 
the case of the less elastic curve D”, which characterizes a system without 
them (pp. 239-41, 286). 

Note that implicit in the foregoing exposition is the assumption that 
financial intermediaries are just that: namely, that they do not themselves 
change their money holdings in carrying out the full cycle of their activities. 
This, it seems to me, is the way the analysis should be carried out. Corre- 
spondingly, it also seems to me that G-S’s attempt to achieve formal com- 
pleteness of the argument by using as one of their standards of comparison a 
case in which intermediaries hoard money (pp. 217-18) simply confuses the 
nature of the real issues involved. 
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Finally, I should emphasize that in order to keep the foregoing exposition 
as close as possible to G-S’s, I have carried it out in terms of the derhand for 
and supply of money. Actually, however, I would have perferred to have car- 
ried it out in terms of a simultaneous general-equilibrium analysis of the 
commodity, bond, and money markets together. In particular, a parameter, ¢, 
can be introduced into each of the demand functions in system (10)-(12) to 
represent the degree of liquidity of bonds. An increase in ¢ can be assumed to 
increase the demand for bonds, decrease that for money, and have either a 
positive or negative effect on that for commodities. This would have insured 
that we would not lose sight—as G-S sometimes do'’—of the concomitant 
happenings in the commodity market as changes occur in those for bonds and 
money. 

In this way it would also have been possible to bring out G-S’s frequently 
emphasized point of the essential similarity between banking and nonbanking 
intermediaries (see Section I above). To speak somewhat loosely, both of these 
intermediaries influence the economy by affecting the terms on which bonds 
are demanded and supplied. But, in terms of the bond equation (11) above, 
the banking system does this by (say) increasing the second component of 


this demand ( ip ); whereas nonbanking intermediaries, by increasing the 


liquidity of bonds, and hence ¢, do so by increasing the first component 
[B( )]. Alternatively, in somewhat more familiar terms, we can make the 
comparison in terms of the money equation (12) and say that the banking 


M 
system affects the economy by changing the supply of money es BS whereas 


nonbanking intermediaries do so by changing #, hence the demand for money 
L(__), and hence the velocity of circulation. Note, however, that in both cases 
there are further endogenous changes in velocity caused by the change in the 
interest rate. 


IV. The Minimum Requirements of a Monetary System 


G-S have reserved their most provocative question of all for their concluding 
chapter. Here they ask: What are the minimum prescriptions a monetary 
authority must set in order to assure the determinacy of the price level in a 
monetary system? Alternatively, and somewhat more pointedly, I would prefer 
to ask the question in the following way: In most discussions of monetary 
theory the nominal quantity of money supplied is taken as an exogenous 
variable. But though we continuously shy away from this fact in our theoreti- 
cal work, we do nevertheless know that in the real world this is not the case: 


*T am thinking primarily of G-S’s discussion on pages 153-58, which is based on the 
tacit assumption that the total demand for financial assets remains fixed. This discussion 
is then used as the basis for analyzing changes in the maturity of bonds, in their degree 
of risk, and so forth (pp. 159 ff.)—despite the fact that all of these changes will in gen- 
eral also affect the demand for cormmodities and hence the total demand for financial assets. 

Note, too, that in their discussion of financial intermediaries, G-S explicitly assume “that 
there is no change in spending units’ demand for current output” (p. 214, n. 3). 
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for money is largely the creature of a banking system which responds to such 
endogenous variables as the rate of interest, the wages of clerks, and so forth. 
How then can we take account of these responses? And, in particular, is there 
a limit to the extent to which such endogenous influences can be assumed to 
operate? Conversely, must a determinate monetary system necessarily retain 
some exogenous element? 

One cannot read G-S’s concluding chapter without being struck by the suc- 
cess with which the authors have refreshingly broken through the traditional 
confines of thought, and by the fruitfulness with which they apply their analyt- 
ical apparatus to problems of banking theory. But once again their exposition 
is marred by imprecisions and errors, and by a consequent failure to see the 
full and deeper significance of the argument. 

G-S’s discussion of this question is carried out almost entirely in terms of 
the purely inside-money model. They begin by introducing two new assump- 
tions: first, that the banking system pays an “explicit deposit rate,” d, on the 
money which it has issued (e.g., on its deraand deposits) ; second, that the be- 
havior of the banking system, like that of any other sector, is free of money 
illusion—i.e., that it is determined only by real variables (pp. 248-57). 

Introducing the first of these changes into the inside-money system (14)- 
(16) above converts it into: 


(17) F( Yo, i, d) Yo =0 commodities, 


Mo 
(18) B( Yo, i, d) + =0 bonds, 


Mo 
(19) L( Yo, t, d) — = 0 money. 


In other words, in formulating their demand decisions in this economy, in- 
dividuals take account of the rate of return on the asset money (d), as well as 
the rate of return on the asset bonds (i). 

It is immediately evident that the foregoing system is indeterminate. For 
assume that we begin from an initial equilibrium position with d at a certain 
level, and that d is then increased. This is analytically equivalent to an in- 
crease in liquidity preference: money balances become more desirable at an 
unchanged rate of interest. Hence the system will reach a new equilibrium 
position which will reflect this shift in liquidity preference. It will not return 
to the original equilibrium position (pp. 248-52)."8 

G-S, however, assume that the new equilibrium position differs from the 
original one only in the price level, while the rate of interest remains the same. 
This results from their assumption that the foregoing shift in liquidity prefer- 
ence is a neutral one as between bonds and commodities (p. 252). This as- 
sumption, however, is quite unreasonable within the given context. For the 
change in d primarily affects the relative desirability of bonds and money as 
liquid assets. Correspondingly, the shift in liquidity preference which takes 
place is primarily at the expense of bonds—and little, if at all, at the expense 
of commodities. Hence such a shift causes a permanent increase in the interest 


“In technical terms: system (17)-(19) has three variables—i, d, and p, and (by 
Walras’ Law) only two independent equations. Hence it is generally indeterminate. 
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rate,”® even when money is entirely of the inside variety. G-S do recognize this 
as a possibility (p. 252, bottom) ; but they do not see that this is what should 
normally be expected to happen. 

Let us now proceed to G-S’s second change—namely, that the quantity of 
money is no longer the exogenous variable that it is in system (14)-(16), but 
an endogenous one determined by the profit-maximizing behavior of the bank- 
ing system. In brief, we now have a money-supply function of the banking 
system (which is simultaneously its bond-demand function) that states (and 
here I differ from G-S”°) : 


M 
p 


More specifically, the real amount of money the banking system wishes to 
supply (the real amount of bonds it demands) depends directly on the interest 
rate it receives and inversely on the deposit rate it pays. Substituting this into 
(17)-(19), we obtain: 


(21) F(Yo, i, d) — Yo = 0, 


Now, it is reasonable to assume that this system of two independent equations 
can determine the equilibrium values of its two variables, i and d. However, it 
clearly cannot determine the equilibrium price level (p. 255). This is obvious 
from the fact that p does not even appear as a variable of the system. Due to 
the incorrect way in which they write the money-supply function—a way in 
which p does ostensibly appear in the function**—G-S do not realize this 
crucial fact. Nor, accordingly, do they realize the full significance of the fore- 
going indeterminacy. This, in brief, is that in order for the absolute price level 
to be determined by market-equilibrating forces, changes in it must impinge 
on aggregate real behavior in some market—i.e., must create excess demands 
in some market. Now, the joint assumptions of a purely inside-money and the 
absence of distribution effects implies that there is no such impingement on the 
real demands of the private sector for commodities, bonds, or money, respec- 
tively. Similarly, we have assumed that there is no impingement on the real 
demand and supply functions of the banking sector. Hence the economy does 


* Money, Interest and Prices, pp. 169-70. 
* G-S write this function (p. 254) as: 


s(Z, i, d, 
1p 
For simplicity, the argument w/p—representing the real wage rate—has been omitted here 
in accordance with the assumption (made by G-S as well) that the labor market is always 
in equilibrium. On the other hand, G-S’s inclusion of B,/ip as an argument of the func- 
tion is not explained by them—and seems to me again to reflect their failure to distin- 
guish proper!y between dependent and independent variables (see Section I above). For 
by the inside-money assumption, B’/ip = M/p, so that what G-S have essentially done 
is to write a supply function in which the same variable, M/p, appears simultaneously as 
a dependent and independent variable! This confusion has consequences for their later 
argument which will be noted in a moment. 

™ See preceding footnote. 


| (20) | = S(i,d). 
(22) B(Y», i, d) + S(i, d) = 0, 
(23) L(Y», i, d) — S(i, d) = 0. 
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not generate resistance to any arbitrary change in the price level. Accordingly, 
there is nothing to prevent the frictionless flow of prices from one level to 
another. 

G-S now move one step closer to reality and assume that there is a central 
bank which creates reserves solely by purchasing primary securities. Reserves 
are thus a type of security issued by one financial intermediary (the central 
bank) and, by assumption, acquired only by another (member banks) (pp. 
257-58). In terms of the sectoral balance sheets of Table 1 above, this means 
that though there is no effect on the household and business sectors, the gov- 
ernment and monetary sector is now divided into two sectors, as in Table 2.” 


Tasie 2—SeEcTORAL BALANCE SHEETS—MEMBER BANKS AND CENTRAL BANK 


Member Banks Central Bank 


Reserves 25 | Money 100 | Bonds 


(demand deposits) (primary securities) 


25 | Reserves 25 


Bonds 
(primary securities) 75 


It is further assumed that like any other security, reserves, too, provide a 
rate of return, namely, the “reserve-balance rate,” d’. It is first assumed that 
member banks are not subjected to reserve requirements. Instead, they are free 
to choose their optimum portfolio of assets and liabilities—including, of course, 
reserves. Like any other economic unit, the private banking system’s optimum 
portfolio depends only on real variables—and, in particular, on the alternative 
rates of return of the three assets (and liabilities) on which it must formulate 
its decisions: namely, i, d, and d’. Thus the private banking system’s real 
supply function of money is now assumed to be: 


(24) S(i, d, d’), 
and its real demand function for reserves, 
(25) G(i, d, 


At the same time, the private banking system’s supply of money is clearly no 
longer identical with its demand for bonds. The latter is instead now repre- 
sented by, say U(i, d, d’) where, by the banks’ balance sheet of Table 2, 


(26) U(i, d, d’) = S(i, d, d’) — Gti, d, d’). 


On the other hand, the central bank’s real supply of reserves, which is also 
its real demand for primary securities, is: 
R 
(27) 
p 


™ Because of the assumption that all money is inside money, Table 2 disregards the 75 
units of outside money in Table 1. 

™ Once again, these equations differ from those of G-S (pp. 258-59) for the same reason 
noted in footnote 20 above. Note in particular that G-S’s money-supply function depends 
on B.*/ip, equal to members’ reserves (p. 258). But, as we have just seen, this is quite 


wrong: for reserves demanded and money supplied are both dependent variables—de- 
pendent on the same three variables, i, d, and d’. 
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where R is the nominal quantity of reserves. Correspondingly, system (21)- 
(23) becomes: 


(28) F(Yo, i, d) — Yo =0 commodities, 
(29) B( Yo, i, d) + U(i, d, d’) + - =0 bonds, 

(30) L(Yo, i, d) — S(i, d, d’) = 0 money, 

(31) G(i, d, d’) = 0 reserves. 


G-S summarize their argument in the following terms: “Of three indirect 
techniques—fixing nominal reserves [R], setting the reserve-balance rate [d’], 
and setting members’ own deposit rate [d]—the Central Bank can get along 
with any two in regulating all nominal variables in the economic system” (pp. 
274-75); and G-S themselves concentrate on showing how the system works 
when the first two are chosen (pp. 259-63). At the same time they contend 
that a central bank that can only regulate the reserve-balance rate, d’, is in a 
weaker position than a monetary authority that can “directly” regulate the 
deposit rate, d (pp. 263-64). 

These passages reveal G-S’s failure to understand two basic aspects of the 
argument. First, and most important of all, it is mot a matter of indifference to 
the central bank as to which two of the three variables—R, d’, or d—it 
chooses to fix. The decision on R is mot analogous to the decision on d or d’. 
Indeed, unless the central bank makes a decision on R (though not necessarily 
the one indicated by G-S) it can not achieve a determinate price level. 

In order to show this, let us for the sake of contrast first assume that the 
central bank, too, is influenced only by real variables. Then, instead of (27), 
its real supply function of reserves would be represented by, say, 


(32) T(i, 


R 
Replacing > by this expression in system (28)-(31) would then yield a sys- 


tem completely analogous to (21)-(23) above: namely, one that could de- 
termine the rates of return, but obviously not the price level, which would not 
even appear in it! 

In terms of our earlier argument, all that this means is that since in the 
aggregate no other economic unit in system (28)-(31) reacts to changes in 
the absolute price level, then, in order to assure the determinacy of the price 
level, the central bank must do so. This is the behavior denied by equation 
(32) but affirmed by equation (27). For the latter implies that the supply of 
real reserves is inversely proportionate to the price level. On the other hand, 
it is clear that the central bank need not operate in this way. If it acts in ac- 
cordance with any supply function for real reserves which is dependent on the 
absolute price level—say, 


(33) Wi, @’, p) 


——the same purpose will be accomplished. In brief, a necessary and sufficient 
condition for the price level to be determinate in the foregoing inside-money 
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model is that the central bank be willing to suffer from money illusion in one 
form or another! This is the essential point.** 

From this we move to our second criticism. Once it has decided to fix the 
level of nominal reserves [or, more generally, act in accordance with (33) ], 
the central bank uniquely determines all the variables of the system by fixing 
in addition either one of the two rates d or d’—or for that matter (though 
G-S do not realize this) any one of the three rates d, d’, or i. Hence at the 
theoretical level at which G-S are carrying on their discussion it cannot make 
a particle of difference which rate is so fixed. Accordingly it is meaningless to 
say that a monetary authority that can choose d is in a “stronger position” 
than one that can only choose d’. 

The general conclusion that we can draw from all this is that, in the absence 
of distribution effects, the necessary conditions for rendering a monetary sys- 
tem determinate is that there be an exogenous fixing of (1) some nominal 
,quantity and (2) some rate of return. It follows that if we were to extend the 
argument to an economy with both inside and outside money (something G-S 
do not do) it would suffice to fix the quantity of outside money and its rate 
of return (say, at zero). In such an economy the price level would be de- 
terminate even if the central bank were to fix nothing, and operate solely in 
accordance with the principle of profit-maximization [as represented, say, by 
equation (32) ]|—subject to the restriction that the quantity of outside money 
is fixed. 

It is, therefore, unfortunate that G-S have so strongly tied their discussion 
of central bank policy with that of the conditions necessary to achieve a 


determinate price level. As can be seen from what has just been said, this is 
not the real issue at all. Instead, the analysis of central bank policy should 
concentrate on the behavior (obviously, of a non-profit-maximizing type) such 
a bank can adopt with reference to such decisions as (say) open-market pur- 
chases of bonds in order to bring about desired changes in a determinate price 
level and in other variables of the economic system. But it would carry us too 
far afield to explore these questions in any further detail here. 


™ This presentation enables us to solve a seemingly paradoxical aspect of G-S’s argument. 
They emphasize that a system with competitive banks—but no central bank—is determinate 
in its rates of return but not in its price level. On the other hand, the introduction of a 
central bank renders the system indeterminate both in rates of return and the price level. 
This raises the puzzling question: Why should the introduction of one new equation (for 
reserves) and one new variable (d’) make the indeterminacy so much greater? 

But what we now see is that G-S’s first system corresponds to (21)-(23), in which the 
“indeterminacy” of the price level is just a complicated way of saying that this variable 
does not appear in the system at all. Instead, there exists a system of two (independent) 
equations in two variables (i, d). And as just noted in the text, we would get exactly the 
same type of “indeterminacy” if we were to introduce the central bank in the illusion- 
free way described by equation (32). 

On the other hand, once we assume that the central bank suffers from money illusion, 
we obtain a system like (28)-(31), consisting of three independent equations in four 
variables (i, d, d’, and p), each of which actually appears in the system. And since there 
is no reason to assume that this system has a determinate subsystem, indeterminacy pre- 
vails in all the variables. This, of course, is also characteristic of system (17)-(19), to 
which system (28)-(31) is essentially similar. 
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COMMUNICATIONS 
The Reform and Revaluation of the Ruble 


This note is an analysis of the Soviet currency reform and exchange rate 
change effective on January 1, 1961.1 An understanding of the currency re- 
form is essential to a proper assessment of the revaluation as a depreciation, 
rather than as an appreciation (as claimed by Soviet officials), of the ruble. 


I. The Currency Reform 


The currency reform was announced by Khrushchev in a speech to the 
Supreme Soviet on May 5, 1960, and an official decree was published in the 
Soviet press the following day [9]. Beginning January 1, 1961, a new ruble 
currency will be issued at the rate of 1 new ruble for 10 old rubles.” Also, 
effective January 1, 1961, all prices, wages and other money incomes, taxes, 
savings deposits, government bonds, and assets and liabilities of Soviet enter- 
prises are to be reduced to one-tenth of their former level.’ The currency 
reform will thus have no real impact on the average Soviet citizen, whose 
real income and real asset positions will be unaltered as a result of the change, 
in the same proportion, of wages, prices, assets, and claims.* 

In this respect, the 1961 reform differs from the early post-war monetary 
reform of December 1947, Under the latter, new currency was exchanged for 
old at the rate of 1-to-10; savings deposits were exchanged at varying rates, 
ranging from 1-to-1 for small deposits to 1-to-2 for large deposits; and gov- 
ernment bonds, with some exceptions, were exchanged at a rate of 1-to-3. On 
the other hand, wage rates were unchanged while prices were reduced, although 
not in proportion to the reduction in the population’s holdings of currency 
and near-money.® The primary objective of the 1947 reform was thus to wipe 


1 This note was written at the end of November 1960 and is based on information avail- 
able at that time. 


? The exchange of notes and coins is to be completed within three months, ie., by April 
1, 1961. In the interim, old notes and coins will be accepted for all payments at one-tenth 
their face value. 

*Since the minimum unit will continue to be the kopeck, now the smallest coin in cir- 
culation, the new prices will be rounded up or down to the nearest kopeck. (100 kopecks 
equal 1 ruble.) For example, a 35 kopeck price will become 4 kopecks and a 34 kopeck 
price, 3 kopecks. As an exception to this general rule, all rounding will be downward in 
the case of certain mass consumption goods, such as bread, milk and dairy products, and 
selected articles for children. 

*The Soviet currency reform thus resembles closely the French currency reform effec- 
tive January 1, 1960, which substituted 1 new “heavy” franc for 100 old francs, and may 
have been inspired, at least in part, by the French reform. 


* Concurrently with the monetary reform, rationing was ended, and new retail prices 
were fixed at a level intermediate between the previous low “ration” prices and the higher 
“commercial prices” at which off-ratio purchases could be.made. The new retail price level 
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out inflationary pressure arising from large cash balances accumulated during 
the second world war as a result of wartime deficit finance and held to a large 
extent by peasants who had obtained high prices on the free market for scarce 
food during the war [12, pp. 478-80]. Real incomes were favorably affected, 
however, as a result of the general price reductions accompanying and follow- 
ing the 1947 monetary reform, while money wages were unchanged by the 
reform and rose gradually thereafter [8]. 

In contrast, the 1961 reform is not intended to eliminate currency hoards,® 
nor are general price reductions promised. Indeed, in the same speech in 
which the currency reform was announced, Khrushchev specifically reiterated 
the present Soviet policy of granting increases in real income primarily 
through selective increases in money income (and, through differential re- 
ductions in income taxes deducted at the source, in the take-home component 
of gross wages), while keeping the general level of retail prices relatively 
stable, as it has been since 1954 [9]. 

Thus the currency reform itself will have no significant impact on the Soviet 
population or on the Soviet economy. Surely the claimed advantages from 
the simplification of bookkeeping, greater attention to economizing every 
ruble and kopeck, and reduced expenditures for printing money (aside from 
the necessary initial issue) [9] are of minor significance. Although there may 
be some favorable psychological impact of a “more valuable” ruble on the 
population and on enterprise managers and workers, its importance is ques- 
tionable. 

Il. The Revaluation of the Ruble 


The establishment of a new gold content and exchange rate for the ruble 
was decreed on November 14, 1960 [11], six months after the announcement 
of the currency reform, although it was foreshadowed by a clause in the 
May currency reform decree stating that the Ministry of Finance, the State 
Planning Committee, and the State Bank had been “instructed to draft pro- 
posals for establishing a new rate of exchange between the ruble and foreign 
currencies and for raising the gold content of the ruble” [9]. 

On February 28, 1950, the USSR had fixed the gold content of the ruble 
at .222168 grams of fine gold. With the par value of the U.S. dollar fixed 


was apparently below the weighted average of the “ration” and “commercial” prices, al- 
though the available data are not very clear on this point [8, pp. 39, 46]. Retail prices 
were subsequently reduced in the spring of 1948, and each spring thereafter through 1954, 
as output and supplies of consumer goods increased. However, wholesale prices of con- 
sumer goods and prices of producer goods were not altered until 1949, and agricultural 
procurement prices were not substantially changed until 1953. 


* Although new currency is to be exchanged for old without limit at the specified rate, 
the reform will strike at those who have accumulated large currency hoards through 
“speculation” (i.e., black market) and other illegal activities and who will be loath to 
present them for exchange, because they will be unable to account satisfactorily for the 
size of their currency holdings. According to the Soviet press, such people have been en- 
deavoring to convert their currency hoards into other assets, such as foreign currencies 
purchased from foreign visitors, precious metals, and jewelry. Thus, for instance, the 
Soviet jewelry trade organization is reported to have fulfilled its annual sales plan for 
1960 in less than seven months. [14] Likewise, the comparatively small amount of ruble 
notes held outside the Soviet Union will become invalid as a result of the currency reform. 
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at .888671 grams of fine gold (equivalent to $35.00 per troy ounce of fine 
gold), the exchange rate between the ruble and the dollar was accordingly set 
by the Soviet government at 4 rubles per dollar or $0.25 per ruble. As a result 
of the 1961 currency reform, by itself, the gold parity for the new ruble 
should have been set at 10 times the gold parity of the old ruble, given the 
conversion ratio of 1 new for 10 old rubles. Thus, the gold parity should 
have been 2.22168 grams of fine gold per ruble, yielding an exchange rate 
with the dollar of of 40 kopecks per dollar or $2.50 per ruble. Instead, how- 
ever, under the November 14, 1960 decree, the gold parity of the ruble is set, 
effective January 1, 1961, at .987412 grams of fine gold, and the exchange rate 
between the ruble and dollar, correspondingly, at 90 kopecks per dollar or 
$1.11 per ruble. Thus, the gold parity and exchange rate with the dollar have 
been fixed at 44.4 per cent of the level which the currency reform alone 
should have produced, representing a sharp devaluation of the ruble, rather 
than an appreciation, as claimed in official Soviet statements (e.g., by Finance 
Minister Garbuzov [11]).’ 

There is, however, one respect in which the ruble will in fact be appreciated 
on January 1, 1961. In addition to the basic exchange rate of 4 rubles per 
dollar, used for the conversion of foreign currency in merchandise transac- 
tions, the Soviet State Bank also established, on April 1, 1957, a special rate 
of 10 rubles per dollar (and corresponding rates with other currencies) for 
“noncommercial” transactions, such as expenditures of diplomatic missions; 
the sale of rubles, in exchange for foreign currency, to foreign travelers visit- 
ing the Soviet Union; and the sale of foreign currency, in exchange for rubles, 
to Soviet citizens traveling abroad [13, pp. 98-99]. As a result of the currency 
reform alone, the corresponding rate should have become 1 ruble per dollar, 
given the conversion ratio for exchanging new for old rubles. Instead, effective 
January 1, 1961, this special “premium” rate will be abolished, and these trans- 
fers will be made at the new single rate of 90 kopecks per dollar or $1.11 per 
ruble. Thus, for these transactions, the combination of the currency reform, 
the exchange-rate change, and the elimination of the special rate will cause an 
11 per cent appreciation of the ruble. 

This limited appreciation of the ruble constitutes the only immediate eco- 
nomic effect of the revaluation of, the ruble, which will have no real economic 
impact either on Soviet foreign trade or on Soviet citizens and enterprises. 
There will be no direct impact on foreign trade because Soviet foreign trade 
is conducted at (or, as a result of bargaining, on the basis of) world market 
prices expressed in international currencies such as the dollar and the pound 
sterling. For statistical purposes, however, trade figures expressed in these 
foreign currencies are “translated” into rubles at the officially specified ex- 
change rate, which on January 1, 1961, becomes 90 kopecks per dollar instead 
of 4 rubles per dollar. But the revaluation will not directly affect the volume, 
composition, or direction of Soviet foreign trade. Likewise, Soviet domestic 
prices will not be affected, because imports are sold within the USSR at 
internal ruble prices fixed in relation to the price structure for domestically 


‘This devaluation will not, however, affect Soviet foreign trade for reasons explained 
below. 


‘ 
a 
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produced goods—rather than being sold at the ruble equivalent, at the offi- 
cial exchange rate, of the foreign price [7, pp. 435-36]. Hence, the deprecia- 
tion of the basic exchange rate will not affect the Soviet trade balance nor 
the Soviet internal price level. The appreciation of the ruble in relation to 
those “invisible” transactions which formerly enjoyed the special favorable 
rate may tend to reduce foreign exchange earnings from this source, but it is 
not likely that the impact will be substantial. 

A prestige or propaganda gain appears to be one of the major benefits sought 
through the revaluation. In explaining the revaluation [11], Finance Minister 
Garbuzov asserted that “in recent years the reputation of the dollar has been 
seriously undermined” by the United States’ adverse balance of payments, 
the accumulation of foreign-held dollar assets, and the loss of gold by the 
United States, as well as by the rise in the price of gold on the London gold 
market in October 1960. In contrast, he noted: 


Our Soviet ruble is today the only currency in the world whose gold con- 
tent has increased compared with the gold standard period when bank- 
notes were exchanged freely for gold. 


The setting of the ruble’s gold content at a level higher than the gold con- 
tent of the dollar is a reflection of the major economic victories scored 
by our people under the leadership of the Leninist Central Committee 
of our Communist Party. 

Raising the ruble’s gold content and establishing its exchange rate on the 
basis of its purchasing power will contribute to the further growth of the 


ruble’s international prestige and to insuring stability in international 
currency operations. 


The depreciation of the ruble bas thus been depicted as another achieve- 
ment of the Soviet planned economy! This interpretation is abetted by the 
lapse of six months between announcement of the currency reform and the 
announcement of the revaluation of the ruble, and by the fact that neither 
in the decree announcing the revaluation nor in the lengthy accompanying 
statement by Garbuzov is any reference made to the currency reform (and 
proportional reduction in all internal prices) which will accompany the change 
in the exchange rate. 

Garbuzov also claimed that: 


The new rate of exchange of the ruble compared with the dollar conforms 
to the real relationship of the purchasing power of the currencies. 


The new exchange rate of the ruble will make it possible to compare world 
prices with wholesale prices in the USSR, since, at this exchange rate, 
average world market prices will for the most part be brought to the level 
of average wholesale prices in the USSR. This will make it possible to 
estimate more correctly the relative profitability of the export and import 
of individual commodities and the profitability of the USSR’s foreign 
trade as a whole, and its trade with individual countries. 


It is indeed true that the depreciation of the ruble will bring Soviet internal 
prices into closer correspondence with world market prices, converted into 
rubles at the new rate. This may be illustrated by comparing the official ex- 
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change rate with the relative purchasing power of the ruble and the dollar in 
regard to national product, before and after the 1961 revaluation. A rough 
calculation of this sort can be made with ruble-dollar ratios calculated for a 
study of Soviet and U. S. national product. However, one should keep in mind 
that the relative purchasing power of the ruble and dollar would, of course, 
be different for different “baskets” of goods and services than those in national 
product, e.g., those entering foreign trade. 

Table 1 shows ruble-dollar ratios for national product and its principal 
components for 1955." For the purpose of the present analysis, these ratios 
may be considered sufficiently representative of the corresponding ruble-dollar 
ratios for 1960, inasmuch as the changes in Soviet and U. S, prices, and in 


Tasie 1—Rvusie-Do Ratios ror Gross NATIONAL 
PRODUCT AND ITS PRINCIPAL COMPONENTS 


Ruble-Dollar Ratios Result 


1955 Ruble-Dollar Ratios® ing from Currency Reform” 


—- 


Consumption 

Investment 

Defense 

Government administration 


Soviet 
Weights 


U.S, 
Weights 
15 
7 
5 
2 


Soviet 
W eights 
0.8 
0.5 
0.4 
0.2 


U.S. 
Weights 


Gross National Product 12 0.6 


* From [2, pp. 385-86], where sources and methods are explained. 
» One-tenth of the corresponding 1955 ratio. 


the structures of the respective national products, from 1955 to 1960 were 
relatively modest.® These ratios show that the official exchange rate of 4 
rubles per dollar overvalued the ruble substantially for the consumption com- 
ponent and to a lesser extent also for the investment component, as well as 
for national product as a whole. The reduction of Soviet prices in 1961 to 
one-tenth their 1960 level will reduce the ruble-dollar ratios correspondingly, 
as shown in the table. The new exchange rate of 90 kopecks per dollar is 
much more consistent with the resulting ratios than was the relationship 
between the previous official exchange rate of 4 rubles per dollar and the ratios 
shown in the first two columns of the table. The degree of correspondence 


*Similar calculations and comparisons are made by Soviet government economists, 
although their results are not disclosed in the published Soviet literature [4, p. 109). 


*For example, if the ruble-dollar ratios for the consumption end-use are adjusted for 
the increase from 1955 to 1959 in the corresponding Soviet prices of about 1 per cent 
{15, p. 770] [16, p. 239] and in the corresponding U.S. prices of about 9 per cent [3], 
the Soviet-weighted ratio would be modified to 7, instead of 8, rubles per dollar and the 
US.-weighted ratio to 14, instead of 15, rubles per dollar. Soviet data to make similar 
adjustments for the ratios for the other end-uses are not available, but it is to be expected 
that these ratios would not be significantly modified, inasmuch as Soviet wholesale prices 
have not been substantialiy changed since 1955, while U.S. wholesale prices increased about 
8 per cent from 1955 to 1959 [3]. For a discussion of the importance of considering the 
results with Soviet and U.S. weights separately, rather than taking a geometric average 
of the two sets of results, see [1]. 
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between the new exchange rate and the second set of ruble-dollar ratios com- 
pares favorably with similar relationships calculated for eight Western Euro- 
pean countries by Gilbert [5, p. 40]. In this respect, the new exchange rate 
for the ruble is more “realistic” than the old: it does more nearly “conform 
to the real relationship of the purchasing power of the currencies,” at least in 
purchasing national product. 

While the new rate will be more satisfactory than the old rate for national 
product comparisons, it is by no means evident that it will also make it easier 
for the Soviets to “estimate more correctly the relative profitability” of Soviet 
foreign trade, The obstacle to a more accurate estimate of the (strictly eco- 
nomic) benefits to the Soviet economy from foreign trade has not been the 
overvalued exchange rate, which could easily be corrected for in planning the 
volume and composition of Soviet foreign trade, but rather the irrational 
Soviet internal relative price structure, which does not properly reflect rela- 
tive scarcities [6]. Therefore, unless the revaluation of the ruble is also ac- 
companied or followed by a drastic revision of the wholesale price structure 
(as distinct from a simple reduction in all prices to one-tenth their former level, 
with no change in relative prices), the revaluation will make no contribution 
to solving the problem of planning foreign trade on a sound economic basis. 
It remains to be seen whether the revision of wholesale prices to be undertaken 
in 1961-62 [10] will produce a significantly more rational internal price 
structure. 

To summarize, the revaluation of the ruble, taken in conjunction with the 
concurrent currency and price reform, constitutes a depreciation of the ruble, 
except in so far as a limited group of invisibles transactions is concerned, for 
which the rate will be appreciated. However, the revaluation will not affect 
either the domestic price structure or the volume and composition of foreign 
trade. The depreciation puts the ruble at a rate which is more “realistic” in 
terms of comparative purchasing power with the dollar than was the old rate. 
Although this may facilitate some international value comparisons, such as 
those of the size of national product, it will not make possible more rational 
(economic) decisions regarding foreign trade, so long as the irrationality of 
the Soviet internal wholesale price structure continues. 


Morris BorNSTEIN* 
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Some Comments on “Growth” 


Output may “grow” either because inputs increase or because productivity 
(output divided by input) increases. The two kinds of growth are very differ- 
ent. 

The growth of output has been slower in recent years. Between 1950 and 
1955 the GNP in constant prices increased 23.5 per cent, or an average of 4.7 
per cent a year. Between 1955 and 1959 the increase was 9 per cent, or an 
average of 2.25 per cent a year. It is quite tempting for those of us who have 
reservations regarding Federal Reserve policy to use the figures just cited as 
“proving” that tight money policy has been “stifling growth.” Perhaps. But 
unemployment as a percentage of the civilian labor force was 5.5 per cent in 
1959 and 4.4 per cent in 1955. Conceivably Federal Reserve policy may have 
slowed down the increase in inputs and therefore been responsible for the 1.1 
per cent net increase in unemployment. But, if the increase had been eliminated 
so that the same percentage of the labor force had been utilized in 1959 as in 
1955, the increase in the GNP over the period would hardly have been more 
than 10.2 per cent instead of 9 per cent, or an average of 2.55 per cent rather 
than 2.25 per cent a year. 

What happened during the period is that the rate of increase in productivity 
declined significantly. If we take what appears to be the broadest possible 
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measure-—-constant dollar GNP per employed civilian worker—-the increase 
from 1950 to 1955 was 17.6 per cent, or 3.5 pet cent a year, but in the last 
four years the rise was only 4.6 per cent, or 1,15 per cent a year, If we allow 
for some reduction of hours, as derived from estimates by the Bureau of Labor 
Statistics, the increase is raised to 19.3 per cent, or 3.9 per cent a year, in the 
first period, and 6.5 per cent, or 1.6 per cent a year, in the second period. Both 
estimates show so drastic a decline that they almost certainly overestimate, due 
to statistical difficulties, what has occurred; but that productivity has declined 
significantly seems clear." 

Thos to argue that Federal Reserve policy has “stifled growth” is in es- 
sence to argue that tight money has been responsible for the decline in the 
rate of increase in productivity, a contention that may be a little difficult to 
establish, Further, if we want to resume “normal” growth, what we primarily 
need is a program to step up the rate of increase in productivity, not one to 
bring about an increase in inputs, Again, the labor movement often demands 
rapid growth to absorb unemployment without specifying what the word 
means; but, if rapid growth were caused by a rapid increase in productivity, 
labor's demand could be satisfied and unemployment might at the same time 
increase appreciably. 

Because capital-output ratios have been relatively fixed in the past, it is 
often argued that we cannot “afford” to “grow” at, say, 5 per cent because 
“burdensome” capital formation of, say, 15 per cent would be required. But 
obviously, as many have pointed out, $3 of capital formation does not guar- 
antee a $1 increase in output; the ratio has been relatively constant because 
the rate of increase in productivity has been relatively constant, We know little 
about the factors which determine the rate of increase in productivity, but it 
seems likely that research in all its aspects has been of major—perhaps even 
of overwhelming—-importance, Between 1945 and the present time research 
expenditures increased from 1 to 3 per cent of the national income.’ But 
rather more than half of all present research is the result of spending by the 
Defense Department and the Atomic Energy Commission primarily for the 
improvement of military hardware, and almost half of all research is done by 
two industries—aircraft and electrical equipment. Thus the civilian sector is 
responsible for less than half of all research, of which hardly less than two- 


*Government purchases of goods and services increased from 14.2 per cent of GNP in 
19S0 to 18.6 per cent in 1955, with practically no change thereafter to 1959; it is possible 
that a shift such as this causes an exaggeration of the increase in constant dollar GNP— 
and therefore in the rate of increase in productivity during the first period, The Bureau 
of Labor Statistics, in any event, reports a very much smaller decline in the rate of in- 
crease of productivity in the private sector, It is possible that the increase in services as a 
percentage of personal consumption expenditures from 34.8 per cent in 1950 to 35.5 per 
cent in 19SS and 37.8 per cent in 1959 helps to explain the slower rate of increase in the 
second period. But all measures--including that of John W. Kendrick at the National 
Bureau of Economic Research—show some decline; and, if government purchases are in- 
cluded—as they should be, in my judgment, if we are to obtain a proper over-all measure 
of economic performance—it seems likely that the decline will turn out to be appreciable 
even when the statistical difficulties are solved 

*D. M. Keezer, “The Outlook for Expenditures on Research and Development During 
the Next Decade,” Proc., Am. Econ. Rev,, May 1960, 50, 355 ff. 
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thirds is for product development, (The Styling Laboratory is an important 
part of the Technical Center of a major automobile producer.) Thus no more 
than \% of 1 per cent of the national income is spent on both civilian applied 
research and total fundamental research, including the fundamental research 
financed by the military. 

The difference between the private and the social returns from research is, 
in my opinion, immense. As additions to knowledge cannot be patented, there 
is little profit incentive for firms to undertake basic research; to benefit they 
must either try to keep the results secret or make them available to all com- 
petitors without charge, Moreover, even in the case of applied research, the 
patent system as presently operated permits private firms to receive, in my 
judgment, only a relatively small part of the social returns from such research, 
In fact, if research were carried on as a separate activity, it seems to me quite 
unlikely that it would be able to sell its output at a price sufficient to cover 
its cost of production, Very few are in the business of inventing; most research 
is carried on by or for companies with products to sell, Admittedly firms with 
products to sell are sometimes able to obtain additional returns if they can 
monopolize the superior products or processes that applied research is likely to 
provide. But such gains are almost certainly temporary, and the whole relation- 
ship between research spending and private returns highly erratic, Under the 
circumstances it seems clear that spending on basic and civilian applied re- 
search is well below the socially desirable level. 

But suppose in some way or other we managed to triple our spending on 
both basic and civilian applied research by devoting to such research an addi- 
tional 1 per cent of income. Such a sharply expanded research effort might 
appreciably reduce the capital-output ratio, Specifically, it is possible that an 
additional 1 per cent of income devoted to research might permit a 5 per cent 
growth in output with no more than 9 per cent of current production devoted 
to capital formation, reducing the total “burden” of rapid growth to 10 per 
cent of current production rather than the 15 per cent that might be needed 
if the capital-output ratio were to remain unchanged. 

The fact that such a result is “possible” does not make it probable—-much 
less certain; but surely the possibility deserves careful investigation. It is sug- 
gestive that the rate of increase in productivity in agriculture—the one area 
where government has concerned itself systematically with the performance of 
an industry--has been more rapid since the second world war than in any 
other area of the economy except eleciric utilities. Yet even as careful a stu- 
dent as Theodore W. Schultz has concluded that “the resources committed 
annually [to agricultural research] would have to increase very substantially 
before the rate of return from this stream of inputs would not exceed that 
obtained in production activities generally.” If this is true of an area where 
the government /as concerned itself with performance, what are likely to be 
the returns in other areas? 

One alternative—which apparently is going to be adopted—is to liberalize 
depreciation allowances. Undoubtedly any increase in the rate of capital 
formation improves the average quality of the capital stock and, therefore, has 


*T. W. Schultz, The Economic Organization of Agriculture, New York 1953, p. 113. 
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favorable repercussions on productivity, But few if any industries are today 
suffering from any shortage of capacity, so that the response to liberalization 
may well be small; certainly it is hard to believe that the expansion of capacity 
can be as rapid in the near future as it has been in the recent past.’ In any 
event-—to sum up these comments in a single sentence—-what we urgently 
need, as I see it, is not more capital of basically the same sort as we now have 
but significantly detter capital embodying the improved technology that can 
be expected to result from an expanded program of research and development. 
Henry H, Vintarp* 


*T would give the substantial increase in capacity—and therefore in  competition— 
major credit for the decline in corporate profita as a percentage of the national income 
from 14,7 per cent in 1950 to 11.6 per cent in 1059, 


* The author is professor of economics at the City College of New York, 


Hospitalization Insurance and Hospital Utilization 


In Dallas, Texas, in 1929, Justin Ford Kimball, executive vice-president of 
Baylor University, originated a plan whereby Dallas school teachers paid $6 a 
year to the University Hospital and were extended hospital care without 
further charge [1, p. 5]. From this beginning grew Blue Cross plans, pioneers 
in the health insurance field, Commercial insurance companies became impor- 
tant sellers of health insurance after 1941, More recently, independent health 
plans such as those sponsored by trade unions and management have emerged. 
At least 1,150 different organizations provide voluntary health insurance today 
[2,p. 47]. 

At the end of 1957, about 121 million persons owned some form of hospitali- 
zation insurance, Ten years earlier the number was only 53 million [2, p. 41]. 
The growth and extention of medical care insurance shows no sign of slowing. 
Pressure upon the U.S. Congress to expand coverage among older persons is 
mounting. 

What consequences may be expected from continuation of the trend toward 
more comprehensive medical care coverage? The answer is surely as complex 
as it is important; in the present paper we hope to shed some light on the 
matter and to suggest directions for further research. Specifically we report the 
results of a statistical study of the impact of extended hospitalization-insurance 
protection on the utilization of hospital services. Our objective has been to 
consider the questions of how and to what extent people are likely to react to 
an increase in the availability of prepaid hospital services. Implications of 
such findings for the social costs of expanded health care, whether under gov- 
ernmental or private auspices, should be clear. 


I. The Method and Setting 


Comparison has been made of the hospitalization experience of two large 
groups of persons before and after the extension of additional service to one of 
them. The two groups studied each consisted of between 700 and 900 sub- 
scribers (plus their dependents) to Blue Cross Hospital Care plans. The 
groups consisted of employees of firms in the same (service) industry; the 
fire’. were of similar size, and were located only a short distance apart in the 
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St. Louis area, Being closely competitive, the firms would be expected to have 
reasonably comparable personnel policies and wage structures, and employees 
with similar education, (It was not possible to obtain information about these 
variables.) Since both groups were in the St, Louis area, we would expect 
them to be similarly affected by environmental factors, such as local health 
conditions, the quality of hospital facilities and the relative availability of 
hospital beds, 

Some differences existed, however, in the age and sex distributions of the 
groups, as indicated in Table 1: 


Taste or Cross Sunscrmens, Grours P S, By Ack 
AND By Sex, 1957 1958 


Percentage of Total Subscribers 


Age and Sex Group P Group S 


1957 1958 1957 
Age: 

16-25 
26-35 
36-45 
46-55 
56-65 
66-75 
76-85 


cm 


Sex: 
Male 
Female 


50.5 
49.5 


Referring to the group retaining the “standard” Blue Cross coverage as 
“S”, and the group adopting the more liberal “preferred’ Blue Cross coverage 
as “P,” we may point out further that the mean age of female subscribers of 
group P was six years greater than the mean age of female subscribers of 
group S. In 1957 the mean age of group P females was 38.2 years, compared 
with 32.2 for group S females. In 1958 the figures were 39.3 and 33.3. Since 
the differences in age and sex structure were relatively unchanged during the 
two-year period investigated, they would not appear to exert any substantial 
differential impact on the comparative experience of the groups before and 
after the adoption of preferred coverage by one group. 

During 1957, both groups had Blue Cross coverage paying standard benefits. 
In addition to Blue Cross coverage, group P had Blue Shield medical coverage, 
while group S had similar coverage, but with a commercial insurance carrier. 
As of February 5, 1958, one group chose to obtain the more comprehensive 
Preferred Blue Cross coverage. The decision was made on an individual basis, 
with at least 75 per cent of the eligible employees being included." 


* Costs for the standard coverage were $6.00 per month for a family membership, and 
$3.00 for an individual. Costs for the preferred coverage were $7.90 and $3.30. The fact 
that one group chose the preferred coverage with its increased premium while the other 


1958 
29.6 
11.5 
12.1 
27.0 
0.3 
47.8 51.2 
52.2 48.8 
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Differences between the standard and the preferred coverages pertained to 
ancillary services and private room accommodations, Specifically, the most 
significant differences were the following: The maximum allowance for private 
room accommodation was $10 per day under the standard plan and $12 under 
the preferred; laboratory services of only a routine character were covered 
under the standard plan, while there was no limit to coverage under the pre- 
ferred; and under the standard plan, there was no allowance for diagnostic 
tests, anesthesia services, and physical and shock therapy, whereas there was 
no limit to the allowance for these services under the preferred plan. In gen- 
eral, other benefits for both preferred and standard plans were the same. 

Because the study was made for the first year of coverage under the pre- 
ferred Blue Cross contract, the possibility exists that the members of group P 
might not have become fully adjusted to the additional coverage and, there- 
fore, might not have utilized it to the extent that they would in subsequent 
years. But this does not seem likely, for at least two reasons: First, employees 
were individually contacted by Blue Cross personnel; advantages of the plan 
were presented and an opportunity to ask questions was provided. Second, 
since the preferred coverage involved an increased premium, it is to be ex- 
pected that employees would become aware of increased coverage provided. 

All data were obtained from records of paid hospital cases of the St. Louis 
Blue Cross Organization, for the years February 5, 1957 through February 4, 
1958, and February 5, 1958 through February 4, 1959, Hereafter these periods 
will be referred to as 1957 and 1958, respectively. The analysis involves com- 
parisons of (1) utilization rates (the number of admissions per 1,000 sub- 


scribers), and (2) usage of certain ancillary services and private rooms by the 
two groups. 


Il. Utilization Rates 


Under the preferred coverage, ancillary service benefits were greatly ex- 
panded, but only on an in-patient basis. Therefore, one hypothesis studied 
was that the hospital utilization rate would rise for group P as more of its 
members entered the hospital in order to avail themselves of the ancillary- 
service benefits. 

Before analyzing the experience of the two groups, we need to recognize a 
factor which tends to increase the utilization rate in group P during the first 
year of the extended coverage, but which would not be present in subsequent 
years. In order to encourage employees to subscribe and bring the member- 
ship up to the minimum of 75 per cent of employees required to qualify for 
preferred coverage, waivers were granted new subscribers for all prior condi- 
tions, including pregnancy. Thus persons with pre-existing medical conditions, 


did not perhaps reflected a difference in attitude or in anticipated use of services. Since it 
is precisely these matters which we seek to investigate, no problem is posed by the dif- 
ferent decisions of the groups. So long as hospitalization (or any other) insurance is 
available on a voluntary basis, we may expect “adverse” selection; i.e., those taking the 
broader coverage will often be the ones most likely to make use of the service either 
because they are more illness-prone or because they are more anxious to enter a hospital 
than others in a similar state of health. 
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who could not otherwise obtain coverage for these conditions, were permitted 
to obtain coverage by subscribing to the preferred plan. During 1958 there 
were 13 admissions attributable to such cases. Since we are interested in the 
longer-run incentive effects of extended coverage on use of hospital facilities, 
these cases have been excluded in our analysis of utilization rates. 

In 1957, utilization rates were 224 per 1,000 subscribers for the group 
which later adopted preferred coverage, and 228 per 1,000 for the group which 
maintained its standard coverage. This difference was not significant at the 
5 per cent level. (This is the level of significance which will be used through- 
out.) In 1958, utilization rates fell to 193 for group P and 182 for group S—- 
a highly significant difference. Also the difference in percentage decreases in 
utilization rates for the two groups-——13.8 per cent versus 20.2 per cent-—was 
statistically significant. 

What factors may be said to have led to the relative maintenance of the 
hospital utilization rate for group P? Analysis of admissions data, shown in 
Table 2, disclosed that the relatively poor experience of group P was attrib- 
utable almost entirely to the following: 

1. Increased utilization among subscribers rather than dependents. In fact, 
the dependents of group P members actually had a relatively more favorable 
experience than the group S dependents. 


2—Percentace CHanors Hosprran Rates, Groups P anp S, 
BY SUBSCRIBER-DrEPENDENT Stratus, Sex, AND DiaGnosis, 1957-1958 


Percentage Change in Utilization Rates, 
1957-1958 


Status, Sex, Age, Diagnosis 


Group S 


Status: 


Subscribers 
Dependents 


Sex: 
Male 
Female 
Excluding deliveries 


—22.9 
—17.5 


Age: 

15 years and under 
16-35 

36-55 

56-75 


—21.3 
—19.4 
—26.3 


—37.9 
—28.6 
4.4 
~17.1 


Diagnosis: 

. Diseases of respiratory system 

. Diseases of digestive system 

. Diseases of genito-urinary system 

. Accidents, poisonings and violence 

. Diseases of circulatory system 

. Deliveries and complications of preg- 
nancy, childbirth and the puerperium 


—55.9 
—18.5 
—25.6 
+40.0 
—27.3 


— 2.2 


Group P 
| 
22.9 
13.4 
14.2 
, — 47.4 
— 29.5 
4+ 19.8 
$1.9 
4+ 24.2 
- 83 
4137.5 
20.4 
— 10.2 
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2. Increased utilization among females rather than males. This was true 
whether or not admissions for deliveries were included. 

3. Increased utilization among persons 56 years of age and over. Among 
persons over 55, group P had an increase in utilization rate in the first year of 
its preferred coverage, while group S had a decrease. In no other age group 
was the group P experience unfavorable relative to that of group S. The evi- 
dence, though not complete, indicates that the increased utilization among 
females, noted above, occurred among older (over 55) females in particular. 

4. Increased utilization for persons with diseases of the respiratory, diges- 
tive, and genito-urinary systems; and accidents. For all of these classes of 
diagnoses (1-4 in the lower portion of Table 2), the percentage change in 
the group P utilization rate in 1958 was significantly different from the per- 
centage change for group S, and each of the differences was in the direction of 
greater increase or smaller decrease in group P utilization. These four diag- 
noses accounted for some 50 per cent of the hospital admissions. 

For diseases of the circulatory system (diagnosis 5) there was no significant 
difference between the percentage changes in utilization rates for the two 
groups. For deliveries, etc. (diagnosis 6), there was actually a significantly 
greater percentage drop in the group P utilization rate, though this is pre- 
sumably a result of the greater mean age of women in group P. 

Thus, the hypothesized increase in group P hospital utilization rates relative 
to group S has been supported, though it may be food for thought that the 
relative increase occurred mainly in the case of older females. In so far as 


women are secondary, rather than primary family-income earners, the oppor- 
tunity cost of their hospitalization may be less than for their husbands. This, 
in addition to medical conditions, may help to explain the comparatively ad- 
verse experience among older females of group P. 


III. Use of Hospital Ancillary Services 


The new provisions of the preferred program included liberalization of 
coverage of ancillary services expenses and broadened benefits for private- 
room accommodations. The hypothesis investigated now is that expenses in- 
curred for ancillary services, and the use of private rooms, would increase for 
group P relative to group S. Since the marginal cost of these additional serv- 
ices to the patient falls (to zero for ancillary services, though not for private 
rooms), we might expect increased use. 

The increase in total ancillary service costs per admission for group S (see 
Table 3), was not significant, but the increase for group P was significant. 

When we investigate experience of the two groups with regard to usage of 
private rooms, we find that the relative frequency of use of private rooms de- 
clined for both groups between 1957 and 1958. For group P the decline was 
from 19 to 17 per cent of total admissions; for group S the decline was from 
21 to 17 per cent of total admissions. Though the drop for group P was pro- 
portionately smaller than for group S, the difference was not significant. 

The hospital charge for a private room was close to $18 per day. Appar- 
ently the differential in cost to the patient between the Blue Cross allowance 
($12 per day) and the hospital charge for a private room was sufficiently sub- 
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Taste 3—MEAN Cost per Hospitat ApMIssiON For CERTAIN ANCILLARY SERVICES, 
Groups P anp S, 1957 anp 1958 


Cost Per Admission 


Group P 


Group S 


1957 


1958 


1957 


1958 


Diagnostic X-ray 
Clinical laboratory 
Other* 


$16.25 


8.20 
15.28 


$19.97 
12.20 
20.40 


$14.91 
7.46 
13.42 


$14.00 
6.52 
16.82 


Total 


$39.73 


$52.57 


"$35. 79 


$37 .34 


* Includes routine basal physical therapy, X-ray therapy, radia- 
tion therapy, and electrocardiograms. 


stantial so that the extra $2 allowed group P members did not significantly 
influence their private-room use. 


IV. Summary and Conclusion 


As might be anticipated, the group electing the broader, preferred Blue 
Cross coverage, did increase their utilization of hospitals relative to that of 
the group retaining standard coverage. The increased availability of ancillary 
service benefits apparently led to relatively more frequent use of hospitals by 


group P members. The relative increase in the group P utilization rate, how- 
ever, was not found among all subsets of group P. Rather, the increase was 
concentrated among females over 55 years of age. 

Among those group P members entering hospitals we discovered a significant 
increase (relative to group S) in their use of ancillary services, which were 
covered in full. Yet, no significant increase appeared in private-room use, 
benefits for which were also increased to group P members (though only par- 
tial coverage was provided). 

One hypothesis which seems to merit additional investigation is that the 
extension of hospital care services—whether through private or public pro- 
grams—may have significantly different impacts among the sexes and among 
persons of different ages. If this is the case, the financial implications of ex- 
tended medical care may be related in an important way to the present and 
future age and sex structure of the populations involved. 

Second, it would be fruitful to study the possible existence of benefit 
“thresholds.” By this we mean that, up to some point, increased benefit allow- 
ances may only shift part of the financial burden of hospitalization from the 
patient to the insuror without leading to increased total costs. To the extent 
that some out-of-pocket payment by the patient is required (as in the private- 
room case even under the preferred Blue Cross plan), a reduction of the pa- 
tient charge—but not to zero—may have little or no incentive effect on utili- 
zation. Thus, the relative frequency of use of private room accommodations, 
for example, may be quite inelastic with respect to patient charge over a 
significant range, but may become more elastic at charges very close to zero. 
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This is more likely to be the case where “good,” lower-cost substitutes are 
available; semiprivate rooms under the Blue Cross Plan are an example, be- 
cause no patient charge was made for these accommodations, while there was a 
charge for the private room. 

It is commonplace to assume that if medical-care coverage is broadened, 
total national costs will not merely be shifted among people, but will always 
be increased. Whether this is correct, and equally so for all age, sex and other 
groups of the population and for all magnitudes of extended coverage, is by 
no means clear, The present study suggests that the assumption is open to 
question. 

Burton A. WEIsBROD* 
Ropert J. Frester* 
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The Burden of the Public Debt: Comment 


In a recent note Messrs. Bowen, Davis, and Kopf present a case for the 
classic view that deficit financing of public expenditures places a burden on 
future generations, as compared with pay-as-you-go financing [1]. The purpose 
of this comment is to suggest that they are right for reasons that are, if not 
wrong, at least needlessly roundabout and largely irrelevant, and that former 
President Eisenhower was right, if at all, only under circumstances that are 
still far from being realized. 

The authors of the note base their discussion on what would, in non- 
emergency times, be a rather unlikely reaction of individuals to the change 
in fiscal policy in question, namely the financing of bond purchases entirely 
by curtailing consumption, and trace the results through generations of indi- 
viduals in a way that tends to obscure some of the fundamental repercussions 
on such matters as investment and the marginal productivity of labor. Their 
analysis may have some validity in a borrowing and rationing situation such 
as occurred during the second world war, but it seems inapplicable to periods 
where individuals are in fact free to expand their total consumption. The 
Eisenhower statement is less specific, but while its implications could be 
supported in a context where full employment was assured, this was so far 
from being the case in early 1960 that it must be considered at least ill-timed. 
The analysis that follows is equally irrelevant to the current situation, in 
that it attempts to trace the consequences of debt finance under full- 
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employment conditions. However, it is based on assumptions about consumer 
behavior that might be more appropriate to an era characterized by a vigor- 
ous full-employment policy but without widespread direct controls such as 
rationing. Unlike Bowen, e¢ al., no attempt is here made to separate out the 
generations in terms of age groups; for simplicity the population at a given 
epoch is considered as a whole, except as it may be appropriate to consider 
a subdivision into recipients of labor income and property income respec- 
tively. 

The crux of the problem of the relative burden of debt finance and tax 
finance is that monetary and fiscal policy together provide two major degrees 
of freedom for over-all public policy by means of which control can be 
exercised, within limits, over two basic parameters of the economy: the 
aggregate level of activity and consequent output, on the one hand, and the 
way in which this aggregate output is apportioned between current consump- 
tion and capital formation, on the other. A firm commitment to the mainte- 
nance of a given level of activity and employment will use up one of these 
degrees of freedom; but within this commitment there remains one degree of 
freedom in the choice of suitable combinations of fiscal policy and monetary 
policy. If a combination of monetary and fiscal policy is chosen which offsets 
the greater inflationary effects of lower taxes and more borrowing with re- 
strictive monetary policy and higher interest rates, this will lead to more 
consumption, less investment, and thus to a retardation of economic growth 
and a reduction in the heritage of accumulated resources to be handed on to 
future generations. 

Where Bowen, Davis, and Kopf go wrong is in asserting that “resources 
consumed by a debt-financed public project must entail a contemporaneous 
reduction in private consumption” [1, p. 703]. If we assume full employment 
to be maintained whether the project is debt-financed, tax-financed, or not 
undertaken (and without this assumption the whole argument collapses), and 
if we assume a “public debt illusion” under which individuals pay no atten- 
tion to their share in the liability represented by the public debt in deter- 
mining how much of their income they will spend, we can expect consumer 
demand to be higher when the project is debt-financed than when it is tax- 
financed; if inflationary pressures are to be avoided, aggregate demand must 
be kept within the capacity of the economy by curtailing private investment 
demand, the increased demand for borrowed funds represented by the debt 
financing must be allowed to tighten the money market, and if necessary 
supplementary monetary measures must be adopted so as to lower liquidity, 
drive interest rates up and generally increase the difficulties of financing to 
the point where private investment is curtailed sufficiently to remove the 
inflationary pressure. Only if savings were highly interest-elastic and invest- 
ment highly inelastic, or if the project financed were specifically such as to 
substitute directly for consumption expenditure could it be assumed that the 
resources used would be derived from a reduction in private consumption. 

The shifting of the burden to the future that is produced by debt financing 
is then essentially the shifting of resources out of private investment and into 
consumption that is induced by the change in method of financing. The 
relationship, however, may not be dollar for dollar. On the one hand, the 
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marginal propensity to consume may be less than 1, so that a reduction in 
taxes of $100 might cause an increase of spending by only $80. Further, the 
tightening of the money market may have repercussions on consumption, so 
that the actual amount of added consumption and added burden on the future 
is only $70. At this point, however, some caution is needed, for the main 
effects of monetary stringency are likely to be on expenditure for housing and 
durables, and a precise evaluation would have to consider changes in the 
residual value of consumer durables as part of the change in the heritage 
carried into the future, so that only repercussions on net current consumption 
would be relevant. 

Actually, this analysis can show an element of future burden even where 
additional current public expenditures are financed out of current taxes. If 
we can assume that the added current public expenditures are not such as to 
change the consumption function expressed in terms of disposable income, 
then the financing of $100 of added outlays by $100 of taxes will reduce con- 
sumption by only say $80, and if $100 of resources are to be freed for the 
public purpose, an additional $20 will have to come out of private invest- 
ment, whether through a tightening of the money market or, if the public 
expenditure is in some way less of a stimulus to private investment than is 
the consumer demand it replaces, through the acceleration effect of the decline 
in consumer demand. If the public expenditure is indeed of only transitory 
benefit, the heritage left for the future will then be decreased by $20. If the 
public expenditure of $100 is to be financed in such a way as not to diminish 
the heritage left for the future, it would be necessary to levy taxes of $125, 
so that individual consumption would be reduced by $100, and the $25 sur- 
plus would serve to replace in the capital market the vanished individual 
savings of $25. 

In this analysis it makes no difference whether the heritage is regarded as 
being left to future generations considered as different individuals or merely 
to the later years of the same persons. There is, however, one further aspect 
of the future burden that is important. In the Bowen-Davis-Kopf represen- 
tation, where the resources required by the project come from consumption, 
the productive capacity of the economy is unimpaired, and indeed if the 
interest payments are financed by further borrowing, the final apportionment 
of the “burden” is deferred until this accumulated debt is retired; if the 
economy is growing at a rate as great as the rate of interest, there is no 
essential reason why this cannot be put off indefinitely, so that no identifiable 
group is harmed, on balance, and the “burden” vanishes from sight. If there 
is any burden here, it lies in the impairment of the capacity of the future 
generations to pull this stunt themselves! This paradoxical situation may 
perhaps be taken as indication that a long-term interest rate lower than the 
growth rate represents an unstable situation. In any case, there exists an 
unavoidable “real” burden on future generations whenever the more tangible 
resources available to the future generations are impaired. If in the face of 
such an impairment of resources an attempt is made to avoid the burden on 
any particular generation by maintaining consumption at the level it would 
otherwise hav> reached, further impairment of capital will take place, with 
an ultimate day of reckoning. 
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In an epoch where we contemplate with increasing equanimity the possi- 
bility that the national debt might be allowed to grow indefinitely, at least in 
absolute terms if not as a fraction of national income, some allocation of the 
burden is needed other than in terms of the taxpayers who finance a retire- 
ment of the debt that may never occur. If debt financing results in a lower 
level of investment (as compared with tax financing of the same government 
outlays), so that some future generation finds itself with a lower endowment 
of real capital, who in particular are the losers? If at this point we invoke a 
strictly competitive economy with a classically homogeneous production 
function with diminishing returns to increments of each factor as one or more 
of the others is held constant, we find that interest rates and the marginal 
productivity of capital are higher than they would otherwise have been, while 
wage rates are lower than they would otherwise have been by an amount 
sufficient not only to absorb the entire reduction in output caused by the 
reduction in resources, but to allow for the increased rate of return on invest- 
ment. All of which can be summed up by saying that, given full employment, 
shifting the fiscal policy-monetary policy mix in the direction of debt finance 
tends to place a burden on the future measured by a fraction of the debt incre- 
ment somewhat smaller than the marginal propensity to consume; that in the 
absence of debt retirement or other compensatory action the primary burden 
of diminished future income will be felt by future wage earners, and that there 
will in addition be a tendency for the income distribution to shift in favor of 
property incomes. 

While this analysis does depend on a public-debt illusion or its equivalent, 
elimination of this factor eliminates the shifting to the future entirely, and 
with it, indeed, the effectiveness of fiscal policy as an instrument of stabiliza- 
tion. It is perhaps paradoxical that it is precisely in the field of local finance 
where the debt burden is most clearly a charge against identifiable pieces of 
property and the public-debt illusion should be at its weakest that the virtues 
of “pay-as-you-go” have been most universally applauded. Indeed it is here 
that the property owner in a town that floats a debt instead of raising the pro- 
perty tax rates can maintain a financial status equivalent to that of his peer in 
the neighboring debtless community by taking his tax savings and stepping 
up his mortgage payments. The reduced mortgage balance will offset the de- 
cline in market value produced by the overlying public debt, so that his eq- 
uity will remain unchanged. Aside from the gain he may realize by reason of 
the margin between the interest rate on his (taxable) mortgage and that in- 
curred on the (tax-exempt) public debt, he cannot ultimately escape his share 
of the burden even by dying penniless, for in the sale of his property a rational 
market will have capitalized the future debt service burden allocable to it. 
To be sure, a rigorous analysis is complicated by the fact that new construc- 
tion in a debt-burdened community will be discouraged by the consideration 
that improvement will increase the share of the debt burden borne by the 
property being improved. But by and large, assuming a fully rational market, 
local debt finance will not shift the burden to the future, though it may, if 
carried too far, cause future administrations to have financial headaches, 
particularly if they are hemmed in by statutory limits on tax rates and debt 
rates. 
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If the unrealistic assumption is adhered to that the resources are taken 
entirely from current consumption, then it is fair to say that it is not the 
undertaking of the expenditure on the basis of debt finance that has imposed 
a burden on future generations, but rather the decision of the present gener- 
ation as individuals not to bequeath the bonds thus acquired to their heirs in 
the subsequent generation. If individuals of this generation have objections to 
imposing a burden on the future, it will always be open to them to avoid this 
result by increasing the amount they individually bequeath to the future 
generation by an amount sufficient to pay off the debt. Moreover, while this is 
always possible (and would not even be frustrated by the imposition of death 
duties, since the added revenues thus produced would also be available to re- 
tire part of the debt), the reverse option, i.c., that of taking individual action, 
where the project is tax-financed, which would impose a burden on the future 
generations, is less completely available: it is often difficult to arrange to leave 
a negative estate when the estate was originally zero or very small. On this 
basis one could even argue that debt financing is the preferable policy in the 
abstract, in that it leaves a wider range for individual choice: if policy B 
gives individuals the freedom to choose actions which will bring about all of 
the results that are possible under policy A, whereas under policy A there are 
no available actions which would reproduce some of the results available 
under policy B, then B is necessarily to be preferred. The need to deny this 
proposition if pay-as-you-go financing is to be advocated may incidentally 
compel recognition that the “conservative” point of view in this case neces- 
sarily implies the acceptance of some kind of social as distinct from individ- 
ualistic values. 

Thus far the discussion has been largely in terms of relative interests of 
groups of individuals, in the individualistic tradition of classical economics. 
The more popular concern, nowadays, is with the promotion of economic 
growth. It is apparent from what has been said above that to the extent that 
growth is a result of capital formation, policies ‘involving excessively large 
amounts of debt financing are inimical to growth. Indeed, if short-run stabil- 
ity were not in question, the maximum rate of growth compatible with a level 
price trend and a given pattern of government outlays would be obtained by 
having a maximum degree of monetary ease, the lowest possible interest rates, 
and a level of taxation sufficiently high to offset the resulting inflationary 
pressure, probably but not necessarily involving a substantial budgetary sur- 
plus. 

Maintaining maximum growth under these circumstances involves aban- 
doning monetary policy as a means of checking downward fluctuations, and 
having to rely solely on more cumbersome and slower acting tax or expendi- 
ture changes as a means of correcting deflationary developments. Moreover, 
in an open economy, the “growth” may take the form of foreign investment 
and the accumulation of claims to income from abroad, a development that 
may on the one hand involve risk of default or expropriation and on the other 
may forfeit whatever local benefits may derive from external economies. 

If a more rapid rate of growth than this is desired, or if it is felt essential to 
maintain a larger reserve of poteritial monetary stimulus, this can only come 
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about either through a larger scale of direct government investment, through 
shifts in tax policy from taxes on property and on corporate income and the 
like to taxes on personal income and consumption, through outright subsidy to 
private investment, or through the adoption of policies which wi!l make infla- 
tion of the price level (not necessarily uncontrolled or accelerating) the nor- 
mal expectation of investors generally [2]. In this last case we would have the 
paradox that while a large public debt is generally considered to be inflation- 
ary, deliberate inflation might be the means whereby full employment would 
be made coimpatible with a reduction in the real debt and an enhancement of 
the heritage being bequeathed to the future. 

In any case the essential precondition is given full employment. The anal- 
ysis is relevant only where it is assumed that some given level of employment 
is to be maintained. If variations in fiscal policy are undertaken without the 
proportionately vigorous correlative monetary measures needed to stabilize 
employment and prices, then a surplus, far from being “a reduction in our 
children’s inherited mortgage” [3] can easily give rise to increased unemploy- 
ment and a multiplied and fruitless burden on both the present and the future. 
In the context of January 7, 1960, the multiplied burden would seem to have 
been a more likely outcome than the reduction of the mortgage, and indeed 
we may yet be a shockingly long way from being able to count on that degree 
of coordination and vigor in the application of monetary and fiscal policy that 
would make the classical analysis of the debt burden once again relevant and 
the Eisenhower attitude regarding the virtues of a surplus an appropriate 
one. 


WILLIAM VICKREY 
Columbia University 
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The Burden of the Public Debt: Comment 


In “The Public Debt: A Burden on Future Generations?,”* Messrs. Bowen, 
Davis and Kopf have failed to prove President Eisenhower right and the ma- 
jority of professional economists wrong; but they have given us new insight 
into the problem by introducing, perhaps not quite deliberately, a useful dis- 
tinction between social cost in the sense of resources diverted and subjective 
burden as experienced by individual citizens. We remain unconvinced that 
the social cost of a public project can, without an external debt, be shifted 
from the time when it is incurred; but the authors seem right in saying that its 
burden can be so shifted if by burden is meant what individuals consider a 


* This Review, Sept. 1960, 50, 701-6. 
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burden: the balance of private costs and private benefits, corrected for 
changes in disposable income occasioned by the public debt.? 

If carried out at a time of full employment, a $1 billion public project, 
however financed, involves the cost of $1 billion worth of resources diverted 
from consumption and/or private capital formation; but it imposes no bur- 
den on the community if people voluntarily give up their command over these 
resources in exchange for government bonds. By buying the bonds, the public 
reveals its preference for the bonds over current consumption or private secu- 
rities and incurs no more of a burden than if it had bought Ford stock or Ford 
automobiles instead.* A burden is imposed on the public only if and at the 
time when the promise written into the bonds is either formally broken or bro- 
ken in spirit. This happens, for example, when the public project financed by 
the bonds fails to raise the gross national product and the government pays 
interest on the bonds out of additional taxation. In such a case, the interest 
payments fail to add to disposable income and thus fool the public. This con- 
stitutes, in a sense, a breaking of the government’s original promise, since the 
public sacrificed consumption and/or private capital formation in exchange 
for the promise of additional income (the interest on the bonds) which it is 
not getting. Bowen e¢ al. are right in arguing that the burden so imposed is a 
genuine burden and that it is distributed over the entire lifetime of the bonds 
—as well as over the lifetime of all future bonds that may be issued for the 
sake of redeeming the original ones.‘ 

I part company with the authors when they speak of yet another burden 
imposed by and at the time of the redemption of the bonds. They argue that 
when the government repays the debt, the additional taxation reduces dispos- 
able income and hence consumption, while the replacement of the public’s 
holdings of bonds by cash has little or no effect on its market behavior, so that 
on balance consumption is reduced, which, they assert, is the main burden of 
the debt. This would be all right, except that the authors forget about the 
crucial assumption of full employment they made earlier. If full employment 
and stable prices obtain when the debt falls due for redemption and an unen- 
lightened government raises taxes (or lowers public spending) in order to cre- 
ate the budgetary surplus needed to redeem the debt, then the redemption 
will lower GNP and inflict a burden on society—but the assumption of full 
employment has thus been abandoned half-way. If on the other hand the gov- 
ernment successfully offsets the restrictive effects of its budgetary surplus by 
a monetary policy designed to encourage private investment, then the result- 
ing rise in GNP will offset the effect of higher taxes on disposable income and 
no burden will be imposed on the public. Or again, if all this happens at a time 
of inflationary pressures and the government redeems the debt as part of its 
price-stabilization policy, then again no additional burden is imposed; for the 


* This correction is necessary, because individuals in their economic calculations always 
assume their incomes to be fixed. 

*It might be argued, however, that the purchase of war-bonds under pressure of patriotic 
appeal does involve a burden; but is this more of a burden than that imposed on the buyer 
of a new car who acts under the influence of high-pressure salesmanship ? 


*In the language of opportunity costs, this burden is the foregone fruit of growth sac- 
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additional taxes merely accomplish what in their absence the rise in prices 
would have done. 


Trpor SCITOVSKY 
University of California, Berkeley 


The Burden of the Public Debt: Comment 


The Bowen-Davis-Kopf thesis presented in “The Public Debt: A Burden 
on Future Generations’ purports to show that, under certain circumstances, 
the burden of a portion of the national debt can be shifted to future genera- 
tions. What Bowen ef al. have succeeded in demonstrating is that a given 
generation (Generation I) could pass the burden of a deficit-financed project 
to a future generation (Generation II) by selling their bonds (to Generation 
II) and using the proceeds to raise their level of consumption. 

The possibility of this eventuality, it should be noted, existed long before 
the days of multibillion-dollar deficit finance and existed even in the absence 
of deficit finance. The older members of any economy which incorporates the 
principles of private property and the right of transfer are always free to sell 
their creditor claims. The sale may be made to other members of Generation I 
or to those of Generation II. If, during the lifetime of Generation I, there had 
been no deficit finance, they would still be free to liquidate other forms of cred- 
itor claims—life insurance, industrial bonds, common stock, etc. As a general 
rule, however, Generation I does not sell its creditor claims (or savings) to 
Generation II1—the transfer is made by bequest. 

None of this denies the possibility of the Bowen-Davis-Kopf conclusion; it 
merely questions the plausibility. In special cases, as where, for example, 
substantial damage to the productive facilities of the economy, or to some fac- 
tor, during the lifetime of Generation I result in a low level of living relative to 
previous levels, the bondholders would be tempted to liquidate their bonds in 
an attempt to maintain their standard of living. In such a case, the shift of 
burden would, of course, be more probable. 

However, even if one assumes that Generation I does sell its bonds to Gen- 
eration II, it does not necessarily follow that increased consumption by Gen- 
eration I after the transfer has occurred will require decreased consumption by 
Generation II. Conceivably, if this bond transfer takes place during a period 
in which substantial quantities of economic resources are idle, Generation I’s 
attempt to increase consumption may increase aggregate income and, in turn, 
lead to a general increase in consumption—including consumption by Gener- 
ation II. Thus, the existence of unemployed resources at the time of Gener- 
ation I’s increase in consumption would dissolve “the burden of the debt.” 

Reflection upon the years following the second world war lends the above 
consideration additional importance. While we describe the period as one of 
full employment punctuated by mild recessions, in few of the years, if any, 
were resources utilized to the fullest extent. Certainly, in most of these years 
a net increase in real GNP could have been attained had consumer demand 
(or investor or government demand) been greater. 


* This Review, Sept. 1960, 50, 701-6. 
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But if there are no idle resources, as Bowen et al. assume, then Generation 
II gets just what it bargained for—it exchanges current consumption claims 
for claims against future goods. 

While these considerations confine the Bowen-Davis-Kopf thesis to a rare 
application, no challenge to the internal consistency of the thesis is intended. 
There is, however, a weak point in the Bowen-Davis-Kopf chain of logic: the 
implicit assumption that increased taxes necessarily reduce aggregate real 
consumption. They state: [1,p. 703] 


.. . Suppose . . . that during the lifetime of Generation II the govern- 
ment decides to retire the debt by levying a general tax in excess of current 
government spending and using the surplus to buy up the bonds that are 
now held by members of Generation II. The inevitable outcome of this 
decision is a reduction in the lifetime consumption of Generation II. The 
taxpayers of Generation II forego consumption in order to retire the debt 
and yet the bondholders of Generation II do not experience any net life- 
time increase in their claims on consumption goods since they are simply 
reimbursed for the consumption foregone at the time when they (Genera- 
tion II) bought the bonds from Generation I. Conclusion: the burden of 
public project X rests squarely on Generation II, and not on Generation I. 


If, however, taxpayers reduce consumption in order to pay additional taxes, 
who will consume the goods made available? Surely not the bondholders 
whose bonds are retired. Had they wished to consume, they would have sold 
the bonds on the market or not bought them in the first place. The bond re- 
tirement will force the (former) bondholders to shift their savings into other 
forms—insurance, equity securities, industrial bonds, etc. Bowen, et al., im- 
plicitly assume that the bondholders of Generation II, having been bought out, 
would use the proceeds for consumption. This is a completely unwarranted 
assumption. The bond retirement program simply changes the form of the as- 
sets of the (former) bondholders from bonds to deposits but does not increase 
their income or consumption. 

As the government (of Generation II’s lifetime) raises the tax surplus to 
retire the debt, one of two possibilities may occur: (1) aggregate real con- 
sumption does not decline (although aggregate dollar consumption does) in 
which case the bond retirement must have been effected during a period of in- 
flationary pressure; or (2) aggregate real consumption does decline, forcing 
GNP and investment down, and possibly initiating a chain reaction. 

In the first case there has been no burden whatever on Generation II. The 
real standard of living remains constant and the debt has been repaid from 
otherwise-inflationary purchasing power. In the second case (which is actual- 
ly outside of the Bowen-Davis-Kopf frame of reference because they assume 
full employment), there is a very real burden but it follows from poor fiscal 
policy rather than from the repayment of debt. 

Were prices free and flexible, a surplus in taxes and a concomitant reduc- 
tion in dollar consumption would lead to lower prices—leaving the taxpayer 
with fewer dollars for consumption but with correspondingly lower prices. In 
this case, too, the repayment is burdenless. In an economy with sticky, ad- 
ministered prices, however, a surplus cannot be accumulated through taxation 
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during a potentially deflationary period without serious consequences. But 
the consequences do not follow from the repayment of debt—rather from 
poorly conceived fiscal policy. 
James R. ELLiott 
Northern Illinois University 


The Burden of the Public Debt: Reply 


We welcome the comments by Vickrey, Scitovsky, and Elliott. At the same 
time, however, we must insist that none of these comments alters our central 
point—that debt financing, by means of the intergeneration transfer process 
described in our original paper, can serve to shift the burden of government 
spending from present to future generations. 

The main thing to be said about Vickrey’s paper is that it represents a dif- 
ferent approach to the debt burden problem. Whereas we chose to analyze the 
debt burden in terms of the distribution of lifetime consumption between gen- 
erations, Vickrey has chosen to analyze the effects of debt finance on the fu- 
ture level of real income for society as a whole. 

From this latter vantage point, Vickrey is certainly entitled to object to our 
assumption that bond purchases are financed entirely out of consumption.* In 
the real world an increase in the public debt will undoubtedly lead to a re- 
duction in both consumption (C) and investment (/); and the secular growth 
in GNP will be slower the greater the reduction in / relative to C. 

But this is by no means the only way in which debt financing can alter the 
relaiive economic position of different generations. Vickrey’s line of reasoning 
is in no way inconsistent with the important point that, regardless of whether 
loan finance reduces C or /, loan finance can result in intergeneration trans- 
fers of burden. No matter what happens to C and /, Generation I (the present 
generation) is going to enjoy a higher level of lifetime consumption relative to 
the consumption of future generations if government expenditures are financed 
by issuance of debt instruments than if taxes are employed. Under the tax op- 
tion, Generation I loses either immediate consumption or private claims 
against investment goods and receives no monetary asset in exchange; under 
the dept option, Generation I also sacrifices some combination of C and /, but 
in this case receives an asset (government bonds) in exchange, and thus en- 
joys the option of selling these bonds later in life to obtain either consumption 
goods or claims against private investment. Consequently, the assumption that 
loan finance reduces private consumption is in no way essential to the logic ot 
our argument, and was used to highlight the otherwise unrecognized fact that 
even if loan finance fails to dampen private investment, the present generation 
can still shift at least a part of the burden of government spending to future 
generations. 

Another way of making the same point is to note that even if the method of 
finance were to leave the investment-consumption mix unaltered, the loan- 
finance technique would make the members of Generation I better off relative 

* There are several places in our original paper where it appears that we assert—rather 


than assume—that borrowing affects only consumption. This was unfortunate, and we 
apologize for any resulting confusion. 
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to subsequent generations than would the tax-finance method. Since the loan- 
finance procedure does, infact, alter the mix against private capital forma- 
tion, Vickrey’s argument should be regarded as supplemental to our own. Our 
major quarrel with Vickrey’s paper is, therefore, that it does not make clear 
that his position complements—rather than competes with—the position stated 
in our original paper. 

The papers by Scitovsky and Elliott do deal directly with our intergenera- 
tion transfer argument, and we are indebted to these authors for pointing out 
that higher tax collections cum debt retirement are going to have a fiscal effect 
that challenges our full-employment assumption. But, Scitovsky and Elliott 
ate wrong if they mean to suggest that we must abandon our full-employment 
assumption if we are to prevent the debt-retirement phase of our argument 
from collapsing. 

We are quite prepared to assume (as we have all along) that, by some 
method such as flexible monetary policy, full employment and price stability 
are maintained continuously. Now, if a tax surplus is used to retire debt, mon- 
etary policy will have to be used to restore full employment. If this is done, 
Scitovsky and Elliott argue, the reduction in consumption engendered by the 
tax surplus will be just offset by the rise in GNP brought about by compensa- 
tory stabilization policies, and so we shall be exactly where we would have 
been if no debt retirement had occurred, and therefore there will be no burden 
on generations alive at the time the debt is retired. 

There are two related fallacies in this line of reasoning. First, Scitovsky 
and Elliott seem to have forgotten that our definition of burden runs in terms 
of reduced lifetime consumption, not income foregone at a moment of time. 
Second, Scitovsky and Elliott neglect the asset effect of the debt retirement 
operation. Taking account of both these considerations, the following picture 
emerges: Generation II gave up consumption to Generation I when it bought 
the bonds from Generation I; the bonds are, of course, the means whereby 
Generation IT hopes to recapture, later in life, the consumption given up early 
in life, It is true that at the point of time when these bonds are retired, thanks 
to the compensatory stabilization policies, there need be no drop in the pri- 
vate spending of Generation II. What does happen, however, is that Genera- 
tion II is stripped of its bonds, and thus loses the assets that it had hoped to 
use later in life to recoup the consumption foregone early in life. It is by de- 
stroying these claims against future consumption that debt retirement locates 
the burden of the public project on generations alive at the time the debt is re 
tired. Consumption was transferred from Generation II to Generation I when 
bonds were purchased by Generation II, and now debt retirement has extin- 
guished the possibility that an equivalent amount of consumption could later be 
transferred from Generation III to Generation II. Hence, on balance, over its 
lifetime, Generation II has suffered a reduction in consumption even though ag- 
gregate real consumption for society as a whole need never have been affected 
by the whole operation. 

We must also be careful not to make the mistake of saying that the public 
has been given additional money in place of bonds and so has suffered no net 
reduction in its assets. The money paid to bondholders is nothing but the 
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money given up by taxpayers. Therefore, the aggregate stock of money in the 
hands of the public is unchanged by the government’s fiscal operation, while 
the public’s bondholdings are reduced—hence Generation II suffers a net re- 
duction in its assets. And, as a consequence, Generation II has fewer assets to 
carry into the future as a means of competing with Generation III for con- 
sumption goods produced in later years than would have been the case if debt 
retirement had not occurred. 

Finally, it is important to note that the above logic is unaffected if compen- 
satory monetary policy (as is likely) fills the largest part of the deflationary 
gap created by the tax-induced reduction in consumption, not with new con- 
sumption, but with new investment. In this case the new claims against in- 
vestment goods of course represent claims against future consumption. These 
claims can be considered either as a substitute for the immediate loss of con- 
sumption attributable to the debt-retiring taxes or as a substitute for the for- 
mer claims against future consumption (i.e., the government bonds which 
have now been retired). But, these new claims against private investment can- 
not simultaneously be considered a substitute for both. Consequently, the cre- 
ation and retirement of public debt can lead to a redistribution of lifetime real 
income between generations, given conditions of full employment, regardless 
of differential effects on consumption and investment.? 

Witiiam G. Bowren* 
Ricuarp G, Davis 
Davin H. Kopr 


* Five very brief comments are in order, although these do not cover all of the points we 
would like to discuss if space permitted: (1) For simplicity of exposition we have assumed 
that all taxes levied to retire the debt fall on Generation II; if Generation III is also old 
enough to share in the tax payments, then Generation III will also share in the burden 
since their net assets (claims against future consumption) will also be reduced by the com- 
bined tax-collection and debt-retirement operation, (2) Throughout this discussion we have 
been considering debt retirement only in the strict sense of bonds retired through a tax 
surplus, and have not considered the case where the government “monetizes” the debt. This 
monetization might be deliberate, or it might arise if the government, faced with falling 
national income because of its debt-retirement policy, created (and spent) new money. (3) 
will not affect real incomes, but will reduce net assets and thus extinguish the claims against 
and Elliott argue) vitiate our argument. Here again, higher taxation cum debt retirement 
The existence of inflationary pressures at the time of debt retirement does not (as Scitovsky 
future consumption that Generation II received in exchange for its earlier transfer of con- 
sumption to Generation I. (4) Nor does consideration of the liability side of the public debt 
invalidate the conclusions stated above. Whereas government bonds are clearly an asset to 
the individual and influence his financial planning, individuals do not normally consider 
their full share of the public debt as a personal liability in calculating their own net worth. 
And, this is not merely an “illusion,” since the taxpayer knows that his death will extin- 
guish his responsibility for this obligation. (5) The reader who would like to see, in a 
somewhat different context, an arithmetical example of the way debt financing can be used 
to affect the relative economic positions of different generations is referred to R. A. Mus- 
grave, The Theory of Public Finance, New York 1959, pp. 562-65. Musgrave also discusses 
Vickrey’s topic (the effects of debt finance on consumption versus investment) in consider- 
able detail. 


* Bowen and Kopf are in the economics department, Princeton University; Davis is 
with the Federal Reserve Bank of New York. ‘The authors are indebted to W. J. Baumol 


and S. T. Beza for their comments, as well as to many others whose letters on this sub- 
ject have proved most helpful. 
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Measuring the Success of the Elementary Course: Comment 


In the March 1960 issue of this journal there appeared an article by Simon 
Whitney summarizing the results of his attempt at measurement of the degree 
to which students in economics assimilate the material presented to them [2]. 

Unfortunately the main force of the Whitney analysis is a rather dismal 
prognosis for the principles course in particular and, in fact, for the teaching 
of economics generally. Specifically Whitney concludes; (1) that, on the basis 
of a before-after comparison, the average amount of improvement in a stu- 
dent's knowledge of economics after completion of a two-semester course is 
poor," and (2) that even after a year of college economics the typical student 
does not really know or understand very many of the elementary principles to 
which he has been exposed. 

With regard to what might be done to improve the level of college teaching 
in economics, Whitney specifically points to several areas where, in his judg- 
ment, we need greater teaching emphasis. We will not quarrel at length with 
this aspect of his analysis. Suffice to say judgment is involved in selecting the 
areas of economics that need to be emphasized and, more importantly, that 
the areas of “weakness” revealed by Whitney’s testing may or may not be evi- 
dence of student or instructor inadequacies. It could be the tests that were at 
fault. With regard, however, to the more general conclusion that college stu- 
dents learn little from their first exposure to economics it is our view that: 
(1) Whitney’s conclusion is probably much too pessimistic, and (2) had his 
analysis not been predicated on a wrong assumption his quantitative findings 
would have been much more encouraging. 

To test the before-and-after knowledge of economics students Whitney 
used several sets of similarly constructed true-false questions. A score of two 
points was given for each correct answer and no penalty was assessed for 
wrong guesses, Significantly Whitney began with a score of 50 per cent equiv- 
alent to zero “Since guessing would, on average, yield a score of 50. . .”” But 
this, in Whitney's words “. . . implies that a student has as many false as true 
notions about the questions being answered” [2, p. 160]. To us, the assump- 
tion that answers to questions not known were always randomly selected 
seemed dangerous.* Suppose instead, we hypothesized, that the “before” re- 
sults flowed from almost no knowledge or understanding whatsoever of the 
economic issues being tested. Suppose in most cases these were chiefly the re- 
sult of random selection. Suppose further that at the end of the course few an- 
swers were selected at random and most were selected on the basis of what- 
ever economic reasoning the student was able to achieve, but that the ques- 
tions, when answered in this fashion, typically failed to indicate the true pro- 
gression of the student. If this hypothesis were valid, then an average score at 
the end of the course closely approximating that normally obtained at the be- 
ginning of the course should still mean progression from a relatively poor 


*Whitney found an increase in understanding of about 20 per cent to be usual. 

‘Unfortunately Whitney often “forgets” that this is what he has done. For example, 
in the recapitulation, question by question, of some of the results of his findings he some- 
times states, and repeatedly infers, that at the beginning so and so many students knew 
[italics ours] the answer and that during the course so and so many additional students 
learned the point. 


* As is often the case, limited knowledge may lead one astray 
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understanding of the principles tested to a relatively good understanding. 

To test this hypothesis we must attempt to measure the progress in under- 
standing that was not measured by the Whitney test. For this we would most 
prefer an essay-type examination. But this is not an approach that easily 
lends itself to the empirical method.‘ For this reason, as a compromise meas- 
ure we settled on asking for a reason for the true (or false) answer selected by 
the student in each instance. In doing this we used one of the test sets that 
Whitney had used and so were able to compare our results with his." 

Our raw scores (true or false, unadjusted by the student’s reasons) were 
not markedly different from those Whitney obtained. From this we concluded 
that our group was about average. However, when we sought to evaluate the 
reasons students gave us for their answers we found, typically, that large 
numbers of additional questions had to be counted as wrong if the students 
had had no economic training, but that if the student had completed two se- 
mesters of economics he was much more likely to have an economically sound 
reason for his choice. Thus, when we sought to evaluate answers, we found a 
50 per cent improvement in economic knowledge as contrasted with the 20 per 
cent improvement that Whitney found. 

What does this tend to prove? Our results show that Whitney’s quantitative 
findings are much too pessimistic. Our hypothesis that some of the Whitney 
questions induce misleading results seems valid. Our hypothesis provides a 
most reasonable explanation for some of Whitney’s findings, and it seems to be 
further borne out by the kind of answers we often got to some of the questions 
asked, 

As we examined Whitney’s results we found a good many instances (42 out 
of 50 on one test set) where little or no improvement was achieved, and some 
cases (8 out of these 42) where retrogression occurred. Whitney attributes the 
latter to statistical error and the former to inadequate teaching methods. We 
reject both explanations. In the first place the fact that 5 questions of the 8, or 
10 per cent of the test, show significant retrogression makes us inclined to 
doubt the validity of the test. But, we like even less the conclusion that a two- 
semester course in economics destroys a portion of the valid economic know- 
ledge with which a student begins, In the second place, it also seems unrea- 
sonable to conclude that 80 per cent of what is attempted in the principles 
courses ends in near total failure. We much prefer to conclude that the exam- 
ination was a bad one. 

As we examined the answers we obtained on a Whitney test, we found some 
questions that were clearly misleading. In the case of one question, in fact, 


*This is an objection that Whitney anticipates, and he also comments on the difficulty 
of evaluation of essay results. Whitney attempted to use the true-false-with-answer ap- 
proach but, to the writers at least, his results are sufficiently unclear that we are unable to 
evaluate how closely they approximate our experiences. 

*The possibility of a true-false examination with a strong penalty for wrong answers 
(5 to 1 for example) was considered, but discarded as likely to be less reliable in its results 
than the technique selected. 

*Our test was applied only once, on a before-and-after basis. Obviously, therefore, our 
results are not conclusive. We do not have enough different student, professor, or test-set 
categories to get a truly random sample in any sense of the word. On the other hand, our 
procedure yielded results so markedly different from those Whitney obtained that we 
suspect that further testing would substantiate the general direction of our findings. 
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which really was a test of the Lubell thesis’ [1], the wording apparently was 
unclear to the students, As a result, 25 out of 25 students who had had two se- 
mesters of economics appeared to miss the point. In other instances, as one 
might expect, we found cases where perfectly valid conclusions were reached 
on the basis of an inappropriate assumption, Again we found that a more de- 
tailed examination of test results indicated that the typical student understands 
a good deal more basic economics than Whitney's study would lead us to expect. 

Quantitative evaluation of the progress of a college student on any basis ex- 
cept a comparative one seems doomed to futility, To test adequately the abso- 
lute progress of principles students, we must first find a test that measures ab- 
solute progress with reasonable accuracy. As any instructor knows, it probably 
would be possible te construct a test on which most students would score 
about as well at the beginning as at the end of the course; or to construct a test 
on which students would usually do poorly at the beginning and very well at 
the end, etc, To meet this problem we need a test that gives an accurate meas- 
ure of progress in understanding. The simplest way to construct such a test 
would be to take students with known capabilities and develop a test on 
which “A” students typically perform well, “B” students not so well, and so 
on, But, if we adopt this procedure, we define our testing procedure circularly. 
Our results would be that, after two semesters of economics, good students do 
well, poor students do not, and the average student makes average progress. 
Whitney apparently does not fully appreciate this problem, He cites several 
possible objections to his testing procedure and then goes on to show that even 
granting the objections the direction of the results will not normally be affect- 
ed. He misses the point. To the degree that criticisms of the test sets Whit- 
ney used have a bearing on his quantitative results the objections are highly 
significant. That is we accept the premise that students learn something in 
two semesters of economics; we want to know how much. 

In contrast to Whitney we conclude that, lacking valid data to the contrary, 
the teaching of economics on the college level is satisfactory, We share the 
hope that it can be improved, but we consider economics to have an important 
enough place in college training so that, with or without measurable improve- 
ment in the teaching of this subject, the course should be retained. This is our 
value judgment. We would never pretend it is anything else. 

Cuaries E, Rockwoop* 
RicuarD B, HARSHBARGER 
REFERENCES 


. H. Lunets, “Effects of Redistribution of Income on Consumers Expendi- 
tures,” Am. Econ, Rev., March 1947, 37, pp. 157-70. 

. S. N. Wurrnery, “Measuring the Success of the Elementary Course,” Am. 
Econ, Rev., March 1960, 50, pp. 159-69. 


* Question number 25 of Whitney's test set B reads as follows: “When the ratio of total 
wages to total interest plus profit expands, it is likely to result in an increase in the ratio of 
national consumption to national income.” Clearly this question seeks an evaluation of the 
impact of income redistribution, not that of an income increase. Whitney rejects the Lubell 
thesis—i.e. he considers the statement to be true. 


* Rockwood is assistant professor of economics at Florida State University; Harsh- 
barger is instructor of economics and mathematics at Manchester College. 


| 
j 
¢ 
af. | 


COMMUNICATIONS 


Measuring the Success of the Elementary Course: Reply 


I am grateful to the authors for their interest in the survey, Next summer I 
shall send a report to them and others participating or interested (including 
35 teachers who have written regarding my earlier communication), May 1 
request those giving the tests to separate the scores by questions according to 
sex? 

The Rockwood-Harshbarger contribution has been to ask for reasons along 
with true or false answers. It appears that there were 50 per cent more correct 
answers supported by correct reasons after the two-semester course than be- 
fore, This confirms the 46 per cent improvement in an earlier test [2, p. 167] 
in which 28 beginning students and 21 who had completed two semesters gave 
answers and reasons for the 25 even-numbered questions of set D." 

Should these results dispel any “pessimistic” outlook or “dismal progno- 
sis’”’?* As I see it, the 50 (or 46) per cent gain is not an adequate measure of 
the progress of a class, If an original 30 per cent of good reasons for correct an- 
swers, for example, is raised to 45, this still says nothing about the remaining 
55 per cent of wrong answers or wrong reasons at the end. An advance from 
10 to 15, or even from 2 to 3, would also be 50 per cent. My own summaries, 
therefore, are in terms of per cent of potential gain (to 100), An advance from 
30 to 45 would be 21.4 per cent of the potential, in comparison with 20.9 and 
18,7 per cent for the median, and 21 and 17.4 per cent for the mean, of men’s 
and women’s colleges in my tests [2, p. 162.]* 


Tests asking for reasons have a real value, but it is not that of showing 
whether improved scores on objective questions correspond to improved un- 
derstanding of the topics covered. They must correspond, if the sample is 
large enough, Zero knowledge, on our questions, would produce a score of 50; 


*Rockwood and Harshbarger mention in footnote 4 that I did not describe this test 
wearly, IT shall do so now. Good reasons for correct answers were marked 3 and weak 
reasons 1; irrelevant reasons for correct answers, and an equal number of wrong answers, 
were assumed to represent guesses (though undoubtedly many were offered with more or 
less confidence on the basis of what was thought to be reasoning); the remaining wrong 
answers were taken to represent not guesswork but fallacious reasoning. (We did not, how- 
ever, analyze any of the reasons given for wrong answers.) Of the 700 beginning answers, 
167 were accompanied by good, and 65 by weak, reasons; 113 were classified as right, and 
113 as wrong, guesses; and the remainder, 242, as fallacious, Of the 525 answers at the end 
of the course, we counted 183 as having good, and 36 as having weak, reasons, 178 as being 
guesses, and 128 as fallacies. Good reasons increased from 24 to 35 per cent, weak reasons 
dropped from 9 to 7 per cent, guesses increased from 32 to 34 per cent, and fallacious 
reasons dropped from 35 to 24 per cent. The weighted validity of reasons given was 54.7 
per cent for the 345 correct answers at the start, and 63.3 per cent for the 308 correct 
answers at the end, Another way of interpreting the results is that 11 per cent of answers 
shifted from fallacious to good reasoning, while 89 per cent were unchanged, Still another 
way is that nearly a third of the fallacious reasoning at the start was replaced by guessing, 
and about the same proportion of the original guesses by reasoning. If these interpretations 
are sound, the course at least dissipated a few false notions, in addition to its contribution 
to good reasoning. But the sample was small, and the detailed results depended on the 
teachers’ subjective judgments of “good,” “weak,” and “irrelevant.” 


*I must plead not guilty to these charges. The elementary course can be improved—on 
some topics merely by “a few extra words in class” [2, p. 166). 
*It was probably these figures from which Rockwood and Harshbarger deduced that the 


survey “found an increase in understanding of about 20 per cent” or a “20 per cent im- 
provement.” 
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complete knowledge would produce 100 were it not for imperfect phrasing of 
some questions and mistakes in answering due to carelessness and haste.‘ Im- 
provement in reasons would be less than that in scores if students expressed 
good reasons badly or if they had learned some propositions by rote; it would 
be greater if teachers were too generous in judging reasons." 

Rockwood and Harshbarger say that some of my questions “induce mis- 
leading results” and that “perfectly valid conclusions were reached on the 
basis of an inappropriate assumption,” I hope they will send me their evidence 
for aid in revision." I can deal here with only the particular questions to which 
they refer, First, question B 25" is not in conflict with the Lubell thesis as I, at 
least, understood it in 1947 and reviewed it this week. His italicized conclu- 
sion is that “no redistribution of any feasible severity will bring about a large 
enough change in aggregate expenditures to offer a major contribution to the 
problem of increasing total demand” [1, p, 163], Question B 25 does not ask 
how much the ratio of expenditures to income will increase, but whether it will 
increase at all. All of Lubell’s examples [1, pp. 163, 165, 168] show an increase." 

Questions 25, 29 and 49 of set A [2, pp. 163-66] are three of the five on 
which there was enough retrogression during the course to make Rockwood 
and Harshbarger skeptical of the test itself.” But is it so, unbelievable that cur- 


*One teacher has taken set B, and another set D, in my presence; each took plenty of 
time and each scored 08, It appeared that we disagreed on one answer, I would expect a 
wider disagreement, and errors of carelessness and haste if there were a time limit, so that 
the usual teacher scores might be a few points lower, 

*Thus I might “doubt the validity” of one test or the other as a result of such incon 
sistency in grades, but hardly as a result of low marks alone—-even a “near total failure” 
on 42 out of SO questions, in the words used by the commentators to characterize set A 
results 

*Seme of the poorly worded questions had already been revised-—for example, the original 
B 83: “One injustice in our economic system is that which is inflicted on college professors 
who receive lower salaries than business men of the same ability.” If more carefully worded, 
this might have been a good question. At three men’s colleges, however, scores at the end 
of the course averaged 86, 31 and 26; four groups of women scored 24, 19, 7 and 0, Although 
_ L admired the courage of the minority of students who thus told their teachers that their 
pay was adequate, I gladly acceded to the protest of the next college and moved to the 
safer ground of the influence of occupational risks on blue-collar wages, Scores improved: 
to 82, 77 and S6 for men, and 03, 80 and 73 for women, 

"It is puzzling that the average score on B 25 dropped during the course at three out of 
five colleges. Including some colleges which gave it only before, or only after, the course, 
the average men’s score dropped from 77 to 68, and the women’s score from 81 to 73. Evi- 
dently most students had “known, sensed or guessed the answer at the start” [2, p. 165]-— 
this being the correct phrase, rather than “knew,” which is rightly criticized in footnote 2 
of the comment. The particular wrong reasons given by the 25 members of the Rockwood- 
Harshbarger student group may shed light on why some lost this assurance. 

*In terms of third-quarter 1960 consumer spending, $325 to $330 billion, the three models 
used by Lubell for his mildest suggested redistribution would result in increased spending 
of $1.6, $1.6 and $9.5 billion, respectively. As he says, the third increase is “certainly sig- 
nificant” (1, p. 168). 

* Since March I have received another report [see also 2, p. 166] of the use of before-and- 
after tests in an advanced course, A class in “public control of business,” achieved 38 per 
cent of its potential gain. This is a better result than in any of the elementary tests—35.7 
per cent, on set E, at one of the older women’s colleges in the Northeast, being now the best. 
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rent teaching approaches might have unsettled, for some students, the 
common-sense judgments originally held by a majority that dividends can be 
apent as well as saved, that depressions are not the times when new highways 
and post offices will be most used, and that the excise tax is a burden on sellers 
as well as buyers of gasoline? 

Rockwood and Harshbarger would like to see a test on which A students 
typically perform well, B students less well, and so on; but reject as circular 
procedure the use of those questions on which A students have been found to 
perform best. It would at least be a short cut, and sometimes more reliable 
than essay questions, in recognizing future A students. But my tests were not 
deveo'ped in that way, I merely chose questions a person trained in economics 
ought to be able to answer, Later one college sent me final examination scores, 
and a correlation did appear | 2, p. 168.]"° 

The “value judgment” that the full elementary course, whatever its weak- 
ness, should be continued is one to which I subscribe wholeheartedly. That is 
why the aim of this survey is its improvement. Too many teachers have writ- 
ten me that “our course has been reduced to one semester, and | fear our stu- 
dents would make a poor showing on your tests” or “we cover only selected 
areas, whereas your tests attempt to cover the whole subject,’ 


Simon N, WuitNty* 
REFERENCES 


“Effects of Income Redistribution on Consumers’ Ex- 
penditures,” Am, Econ, Rev., March 1947, 37, 157-70. 

2. S. N. Wutrrney, “Measuring the Success of the Elementary Course,” Am, 

tcon. Rev., March 1960, 50, 159-69. 
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However, answers to all the “public control” questions were in the textbook or lectures, 
whereas many questions in the elementary tests are not so covered. In general, different 
considerations control the progress in institutional and in more theoretical courses. 

"A high correlation between true-and-false scores and grades in the course would mean 
that the scores confirmed the effectiveness of the course shown by the grades, At this college 
the correlation ratio between individual test scores and examination grades was only .39. 
The rank correlation of the 21 test scores (80-40) and corresponding averages of grades 
was .99. The mean of test scores was 66.3, that of examination grades 67.3. The students 
achieved a final average mark of C for the course, but only because these examination 
grades (realistic though they were, according to the objective tests) received a low weight. 
This C implied that the students had learned about three-quarters of the material; whereas 
the test score of 66.3, compared with 56.3 for this group at the beginning, implied that only 
23 per cent (10.0 +~ 43.7) of the information represented by the 50 questions, and not 


already known, was learned, Presumed student knowledge had more than doubled (from 
6.3 to 16.3). 


"I cannot, however, claim either that my test questions cover all important subjects in 


_ elementary economics or that they are all on the same level of importance. Suggestions for 
better questions will be welcomed. 


* The author is chief economist of the Federal Trade Commission. 
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General Economics; Methodology 


The Political Economy of National Security, By James R. Scuvestnorr, New 
York: Praeger, 1960, Pp. vii, 292. $5.00, 

This is a pioneering book, Tt is an attempt to come to grips with the rapidly 
changing economic aspects of national security problems, The attempt is over- 
due: economists ought to be speaking out on this range of problems much 
more than they are. For this reason, among others, Professor Schlesinger’s book 
is most welcome. It is the first systematic treatment of this area, the beginning, 
it is hoped, of a body of literature that can supply much-needed guidance to 
policy makers, 

Having said this, T must go on to say that in my view the book is wide of the 
mark in many respects, It is, I suppose, inevitable that there should be dis- 
agreement over what a book on a new subject should cover; in this case I feel 
Schlesinger has written competently about a number of problems, but that 
many are no{ really relevant; and he has left out a few of the most significant. 

He begins with a most satisfactory treatment of why the economist should 
be interested in national security, and a first-rate simplified version of the uses 
and limitations of gross national product as a measure of economic power, He 
then describes the concept of economic potential for war (EPW) as the dif- 
ference between potential GNP and subsistence for the population. He ad- 
vances this concept by bringing in the relevance of the kinds of industry a 
country has: dollar for dollar of output, machinery yields more power than 
services, at least in the intermediate run, All this is satisfactory, and relevant 
to a war like the second world war, But what of nuclear war? Here he asserts 
(p. 64) that “the role of economic capacity in nuclear war is rather nebulous. 
It is doubtful whether it would influence the fighting, which would be settled 
by the forces-in-being.” In this same connection the adjective “nebulous” ap- 
pears twice more (pp. 75, 177). 

Far from being nebulous, it seems to me that the connection between eco- 
nomic power and nuclear war is central, direct, critical, of overwhelming im- 
portance, and indeed the main subject to which a book with this title should 
be addressed. For economic power or capacity is one of the chief determinants 
of the strategic position of military powers; it supplies the wherewithal for 
protecting the deterrent, protecting the population, staying ahead of or even 
in the scientific race, helping allies, keeping forces modern, achieving the 
strength from which realistic arms control negotiations can go forward, and 
harnessing space; in short, wise use of our resources determines whether we 
survive in a hostile world. And on most of these issues I find nothing in the 
book (civil defense, for example, is not mentioned), except for the following 
sentence (p, 178): “After major powers have reached the plateau of indus- 
trial plenty, differences in relative economic capacity provide no strategic ad- 
vantage, aside from the issues of the disposition of that capacity, and its rela- 
tive vulnerability to attack.” 

To what then does Schlesinger devote his attention? There is a lengthy 
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chapter on problems of economic mobilization which surely has for the most 
part only historical interest. General or selective controls, the impact of con- 
trols on small vs. large business-—are these really relevant issues today? Is it 
really a “vital question” (p, 80) whether price or wage controls should be in- 
stituted first? 

There are chapters on budgetary planning, on international trade, on what 
makes underdeveloped countries grow, These are competent essays; the au- 
thor makes particularly good sense when talking about foreign aid, its aims, 
its successes and failures, But the mortar is somehow missing; the relevance of 
these important problems to national security is not made apparent, Chapters 
on general aspects of international trade, or economic growth, seem not to be 
closely tied to the over-all subject. Furthermore many of these subjects of 
necessity are treated briefly; hence they suffer from failure to qualify, and 
from a tendency to assert rather than demonstrate (see for example the as- 
sertion of the need for growth “in a balanced way” on page 195, surely an ar- 
guable proposition), 

In the chapter on Soviet economic growth, Schlesinger tries hard to strike a 
balance between the high-growth-rate and the low-growth-rate “schools.” But 
he does this mostly by averaging, an unsatisfactory technique at best. In many 
ways this chapter is his poorest, which can be excused, I suppose, since the 
subject matter is both strange and difficult. On what the differential growth 
rates (whatever they are) really mean to U.S. policy, however, he has some 
very sensible things to say. 

It is encouraging to find people of Schlesinger’s ability writing on national 
security issues, He has given us a lot to chew on; and if he has emphasized 
some aspects of the problem which in my view seem less vital and omitted oth- 
ers which seem more so, this is surely not crucial. The important thing is that 
he has taken the plunge; it is to be hoped that others will join him. 


Joseru A. Kersuaw 
Santa Monica, California 


Der Wettstreit zwischen Mikro- und Makrotheorien in der Nationalikonomie. 


By Fritz Macuvup, Tiibingen; J. C, B, Mohr (Paul Siebeck), 1960. Pp. 
55.DM 5.—. 


For some time Fritz Machlup has carried on a crusade against economic 
“weaselwords” demonstrating, for example, the imprecise use to which con- 
cepts, such as “structure,” “statics” and “dynamics,” or “equilibrium” and 
“disequilibrium” have been put in contemporary literature. In these lectures 
delivered to a German audience, he now exposes some of the ambiguities which 
attach to the notions of “microeconomics” and “macroeconomics,” trying at 
the same time to evaluate the relative significance of these two approaches for 
theory formation generally. 

It has not been the author’s intention to break new ground, or even to dis- 
cuss analytical intricacies, e.g., those concerned with the aggregation problem. 
Rather he defends a common-sense solution, in which the view of the eco- 
nomic process as derived from the behavior of the “parts” naturally supple- 
ments the results yielded by observation and analysis of the “wholes.” The dif- 
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ficulties begin, and Machlup is fully aware of them, when we try to determine 
what is part and what is whole. None of the definitions which he distills from 
the literature—distinguishing the micro- and the macrosphere according to 
subjects of decision-making or the manner of aggregation or the role which 
price relations play—prove very helpful. Are the planning decisions in a col- 
lectivist system macrophenomena because they refer to a comprehensive eco- 
nomic whole, or are they microphenomena since, as decisions, they emanate at 
least ideally from one will? Conversely, how are we to place a Walrasian gen- 
eral equilibrium? 

We are unlikely to find satisfactory answers to such questions unless we are 
willing to reconsider the manner in which the postulate of “methodological 
individualism” has been formulated by the Austrian School, on which Mach- 
lup rests his case for the primacy of microeconomics, Such reconsideration 
amounts, above all, to distinguishing between the “molecular” source of all 
economic decision-making, and the quite diverse magnitudes of the economic 
units to which such decisions can refer, Only in the model of a laisser-faire 
system may we treat also these units as molecular, namely as representing the 
ultimate “particles”: households and firms. There microeconomics can indeed 
be defined as dealing with the constituent elements of the economic total as 
well as with the actual “forces.” And macroeconomics is then confined to the 
study of “structures,” namely of the mutual relations among the constituent 
parts of the system as they derive from the interplay of individual decisions. 
On what level of aggregation these relations are studied poses difficult statis- 
tical but hardly any theoretical problems. However, as soon as we admit into 
our models policy-making behavior, some of the effective forces are directly 
concerned with the “molar” order of the economic process, and the “struc- 
tures” are no longer an unwilled resultant but the purposive creation of 
decision-making. 

Machlup’s brief survey of the history of doctrines—from which Marx, the 
inventor of the investment-consumption model, is unfortunately absent—leads 
to the conclusion that, in the past, the distinction between microeconomics 
and macroeconomics practically coincided with the difference between “force 
analysis” and “structure analysis” as characteristic of a pure market system. 
This changed for a while when aggregate consumption functions or supply 
functions were treated as if they described the behavior of original forces. 
With the pendulum swinging back to the consideration of the true sources of 
decision-making, the need for unambiguous concepts applicable to mixed sys- 
tems of economic control is greater than ever. 

Even if it does not provide the answer, Machlup’s exposition points to the 
real questions. Besides, in disposing of many undue claims which have been 
made on behalf of conventional macroeconomics, he has useful comments to 
offer on a number of incidental issues, such as the meaning of equilibrium, the 
distinction between ex ante and ex post magnitudes, or the conceptual diffi- 
culties in establishing behavioral relations. There is also an interesting sec- 
tion in which the concept of the firm, which is appropriate for micro-theory, 
is contrasted with that conventionally applied in business economics. 


Apotpn Lowe 
New School for Social Research 
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Kratkii ehonomicheskii slovar, (Short Economic Dictionary.) Edited by G. A. 
Koztov and §. P. Pervusuin. Moscow: Gospolitizdat, 1958, Pp. 391. 
11 Rbl. 


Among the problems facing the student of Soviet economics few have been 
as intractable as the search for the real meaning of concepts and slogans used 
by Soviet economists and propagandists. The difficulties encountered in this 
field have not been confined to the non-Communist world, Soviet scholars too 
have been periodically criticized in Communist journals for their inability to 
interpret satisfactorily Marxian economics and their application in the USSR. 

The purpose of the Short Economic Dictionary is to guide Soviet econo- 
mists. Printed in 450,000 copies, it is the collective effort of 70 Soviet econo- 
mists, It consists of over 800 entries which vary in length and amount of de- 
tail, The entries are placed in alphabetical order and are buttressed in some 
cases with short quotations from the writings of Marx, Engels and Lenin. 

The bulk of the entries consists of definitions and explanations of concepts 
and slogans embracing every aspect of political economy in the broad sense of 
the term. Though more space is devoted to concepts used in the Soviet rather 
than the capitalist economy, the latter is not neglected, On the other hand, the 
criticism meted out to different aspects of capitalism is not extended to So- 
viet economic institutions and policies, past or present. 

The Dictionary also contains a certain number of biographical entries. 
These ate weighted heavily in favor of socialist thinkers and economists with 
special emphasis on those who were active in czarist Russia. Western econo- 
mists are dealt with in a variety of ways. Some of those who received favor- 
able mention in the Marxian classics get more sympathetic treatment than, for 
instance, Keynes who is described as “the ideologist of monopoly capitalism 
and imperialist reaction’ whose theories “the agents of the bourgeoisie in the 
labor movement are trying to use” to “deceive the working class.” G. D. H. 
Cole is referred to as a “Right Labourite” and J. A. Hobson as “a typical rep- 
resentative of bourgeois reformism.” Only four American economists (H. C. 
Carey, J. B. Clark, A. H. Hansen and Seymour Harris) are considered worthy 
of inclusion in the Dictionary, though their views hardly meet with the ap- 
proval of their Soviet biographers. 


IvAN AvVAKUMOVIC 
University of Manitoba, Winnipeg 


Economics and the Modern World. By Lawrence Apporr, New York: Har- 
court Brace and Co., 1960. Pp. xiv, 880, $6.95. 


This is an excellent text. However, the justification for any new one in an 
already crowded field depends on its comparative advantage; i.¢., the breadth 
of the need it purports to fulfill and its likely success in meeting that need. 
Abbott’s book is thus reviewed on the basis of five key features suggested in 
the preface: (1) unique organization which allows introductory price theory 
as well as national income analysis to come early in the course; (2) careful 
definition of terms when first introduced, with subsequent listing in the index 
for a handy dictionary of terms; (3) integration of fact, theory and policy 
with emphasis on economic theory as a practical tool; (4) clear separation of 
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value judgments from facts and theories; (5) theoretical parts pitched to the 
level of freshmen and sophomores. 

The text’s organization is not unconventional, yet has a few unique fea- 
tures. The five chapters of Part I provide an “introductory view” similar to 
other texts. Squibs from newspaper and magazine articles are interwoven with 
analysis to describe the broad scope of modern economic problems. Part II in- 
cludes four chapters on “markets and prices.” This is a desirable arrangement 
in that the student is introduced early to this basic economic theme, Yet his 
interest is not choked off by an overdose of the theory of the firm before he 
studies macroeconomics with its interesting institutional and policy aspects 
(Part III, Ch. 10-19). These 19 chapters provide ideal coverage for one se- 
mester, but subdivision would be difficult for courses operated on the quarter 
systein, 

Parts IV and V (7 chapters each) cover conventional neoclassical econom- 
ics, but not in stereotyped fashion, The interspersed chapters on antitrust, pub- 
lic utilities, organized labor, taxation, and income inequality enliven what for 
many beginning students is generally unpalatable material. 

Part VI contains 4 chapters on “the world and the future.” As with most 
other texts, these most vital issues, about which students are inherently most 
excited, are saved to the end. Possibly economists are caught in a dilemma, 
but one would like to see some textbook writer innovate by discussing trade 
barriers, economic growth, underdeveloped countries, the population problem, 
and economic systems in the beginning of his book. Do students really need 
more “background in theory” before these issues can be properly understood? 
It is doubted if their interest can be suspended from September to May! 

The purported clear definition of terms, along with use of the index as a 
handy “dictionary of terms,” does not test very high. In many cases consider- 
able searching in the text was required before either the term or definition 
could be found. Then, all too often, the term was not defined in crisp fashion. 
The dictionary device could be much improved if both the term and definition 
were italicized or underlined on their initial appearance. 

Abbott does an excellent job of integrating fact, theory, and policy. The 
text is replete with cogent examples at each step along the analytical path, re- 
enforcing the author’s proposition that economic theory is a practical tool. He 
is painstaking about stipulating assumptions in building his models and in- 
dicating modifications for particular applications. 

In some, but not all, policy chapters the author specifies his own opinions 
of the proper goals to be pursued and the value judgments on which they rest. 
He dares the student to differ with him and then evaluate whose judgment 
compares most favorably with that of U.S. society as a whole. These sections 
should provide ample grist for fruitful class discussion, particularly chapters 
on agriculture, antitrust, and unequal income distribution. Through these 
snapshots an image of Abbott’s economic philosophy emerges as a classical 
19th century liberal (freedom of individual choice) combined with a 20th 
century liberal (considerable government intervention in creating the con- 
text within which economic activity unfolds). 


Although the book purports to be pitched to the level of college freshman 
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and sophomores, it will prove to be an overwhelming task for freshmen and a 
spirited challenge for sophomores. The theory portions are difficult, not so 
much because they are so advanced (no isoquants, for example), but rather 
because they tend to be so encyclopedic. One gets the impression that Abbott 
doesn’t want to leave one stone unturned, particularly in the chapters on na- 
tional income determination (Ch. 13), theory of money (Ch, 14) and pure 
competition (Ch. 21). 

The charts and tables are generally instructive, some representing pedago- 
ical innovations, such as the “marginal utility wheel” (p. 135). A few, un- 
fortunately, suffer from faulty construction or comparisons (especially pp. 
258, 343, 416, and 741). These may be misleading unless clarified by the 
teacher. 

The minor detractions mentioned above notwithstanding, Economics and the 
Modern World should find wide usage. Professors desiring to teach a rigorous 
principles course should not overlook this book. Those teaching survey or 
general education courses had better look elsewhere. 


FRANK W. 
Millikin University 


Elementary Economics: Principles, Problems and Policies. By CAMPBELL R. 


McCowneti. New York: McGraw-Hill Book Co., 1960. Pp. viii, 
759. $6.95. 


Elementary Economics is an exceptionally well-written and well-organized 
text for introductory courses in economics. McConnell presents abundant his- 
torical, institutional, and policy-oriented material as well as rigorous theory, 
which is made stimulating and believable through lucid and carefully devel- 
oped explanations and convincing examples. Also, the book is one of the few 
introductory texts to do justice to the ideas of J. K. Galbraith and to the sub- 
ject of economic development. 

The first section, “An Introduction to American Capitalism,” stresses the 
nature and methodology of economics and the problem of economizing. The 
principle of the allocation of scarce resources among alternative human wants 
is given full expression in chapters on the nature of capitalism, the economic 
functions of government, and households as income receivers and spenders. 
Indeed, throughout the book the author succeeds in making the economizing 
problem the unifying principle. Thus for the student economics comes to be a 
way of thinking and not merely a collection of economic topics. Supply and 
demand analysis is introduced early in the book and serves to clarify the gen- 
eral operation of the price system which is explained in this first section. The 
circular flow of wealth, though expanded in a later chapter, is presented in 
Chapter 3 which suffers slightly from careless editing. 

In the second section, covering national income, employment, and fiscal 
policy, McConnell succeeds in avoiding any artificial distinction between na- 
tional income analysis and business cycle analysis. The chapter on national 
income accounting is as clear and interesting as most text presentations except 
that the student is not likely to understand without further explanation why 
or how household savings flow into the business investment stream. Classical 
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employment theory is well constructed and then well torn down. The explana- 
tion of “the new economics” is clear and convincing and does not suffer at all 
from the simplification required of an introductory treatment. McConnell’s 
linear consumption function will annoy economists who still hold that the 
marginal propensity to consume declines as income increases. Fiscal policy is 
given detailed coverage and evaluation. 

The third section contains what the reviewer considers to be the only flaw 
of organization in the book: a chapter on U.S. economic growth follows three 
chapters on money and banking when it might be better placed in the fifth 
section of the book dealing with current domestic problems. A separate chap- 
ter on bank creation of money, replete with the type of balance sheets one 
would expect to find, follows a chapter on money and the banking system and 
provides a sound introduction to monetary policy which is given thorough 
treatment. 

Part IV presents price and distribution theory. The first chapter of this 
section, describing in general terms the basic market models of pure competi- 
tion, pure monopoly, monopolistic competition, and oligopoly, is of limited 
value since later in this section a separate chapter is devoted to each of these 
market models. Supply and demand analysis, explained earlier in the book, is 
reviewed briefly, and elasticity is given full elaboration. An optional chapter 
explains the downsloping nature of the demand curve and the theory of con- 
sumer behavior via marginal utility analysis but with no indifference analy- 
sis. Supply and the costs of production are accorded detailed explanation. 
The chapters on market structure are sophisticated, clear analyses with life 
infused into the abstract models by a good selection of market data. Also, each 
type of market structure is evaluated in terms of efficiency, rate of technologi- 
cal progress, and social implications. Distribution theory is confined to three 
chapters: the first explains the derived demand for resources, the second ex- 
plains wage determination, and the third lumps rent, interest, and profits to- 
gether giving a brief orientation to these factor returns. This condensation 
will undoubtedly disturb some theorists but will be welcomed by others, like 
the reviewer, who are embarrassed year after year explaining at length theo- 
ries of distribution which are inadequate. This section concludes with a per- 
ceptive evaluation of U.S. capitalism. 

The fifth section examines, with the aid of tools of analysis already devel- 
oped, the current domestic problems of monopoly, agriculture, unions, and 
economic inequality and insecurity. 

The last section of the book is concerned with international economics. 
When reading the two chapters on international trade the student may find it 
awkward having to go back to the beginning of the book (Ch. 3) to read 
about the gains from trade and the basis for comparative advantage. A good 
treatment is given of the problems of underdeveloped countries and a whole 
chapter is devoted to the economic challenge of Soviet Russia, but at the ex- 
pense of some attention to other economic systems. 

Elementary Economics has minor flaws but no major one; and this re- 
viewer believes that the careful development of the book, the clarity and 
forcefulness of the explanations, and the stimulation which students will de- 
rive from the book more than compensate for the minor flaws. The questions 
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at the end of each chapter are excellent. A student workbook supplements the 
text and teachers may benefit from the instructor’s manual. 


STEWART E. BUTLER 
Muskingum College 


Price and Allocation Theory; Income and Employment Theory; 
Related Empirical Studies; History of Economic Thought 


Essays in Economics and Econometrics—A Volume in Honor of Harold Hotel- 
ling. Edited by Ratru W. Prous. Chapel Hill: University of North 
Carolina Press, 1960. Pp. ix, 240. $7.50. 

The economists’ respect for the contributions of Harold Hotelling is indi- 
cated by this volume of essays written by Arrow, Davis, Ferguson, Friedman, 
Frisch, Hurwicz, Klein, Pfouts, Samuelson, Tintner, and Vickrey. Perhaps no 
man has been honored with so impressive a list of contributors, all of whom 
were former students or associates. And like the work of Hotelling the contri- 
buted papers deal with difficult problems in economic theory by means of rel- 
atively advanced mathematics. 

Samuelson’s opening essay on the structure of an equilibrium system is an 
exhaustive summary of its properties in exceptionally concise and abstract 
form. This paper follows the lines of analysis presented in his Foundations. 
Since equilibrium systems characterize the method of analysis of all the sci- 
ences, it is not surprising that this essay is a discussion of the logic of analytic 
methods. Unfortunately for this reviewer the level of analysis is so advanced 
mathematically that he has had to accept the pedigree of the author as evi- 
dence of its validity. 

The most impressive essay is co-authored by Arrow and Hurwicz. Follow- 
ing Samuelson’s conversion of equilibrium to maximization problems, Arrow 
and Hurwicz continue by presenting a solution to the minimax problem of 
game theory—a problem that arises because a constrained maximization can 
be converted to a minimax. Earlier contributions of Arrow and Hurwicz to the 
gradient method of finding a minimax are related to the convergence to equi- 
librium in a decentralized system. They provide an economic, institutional in- 
terpretation to the gradient method, not only in the case of increasing costs 
but for decreasing costs as well. Perhaps more interesting to economists, 
judging by the reviewer’s personal experience, is their presentation of methods 
of converting constrained maximum problems to saddlepoint or minimax 
problems by means of ocmamtieldammeaian functions.” This essay like 
many others is at a very high level of abstraction. As the authors warn, any im- 
plications about optimality or criteria of performance in the real world are 
limited to the case of a single-person utility function, rather than to a society 
of many individuals, 

Vickrey and Ferguson attack practically the identical question with iden- 
tical results. The issue is Edgeworth’s so-called taxation paradox wherein an 
excise tax on one commodity can result in lower prices. Building on Hotel- 
ling’s contribution, both authors present nearly identical analyses. Whether 
their papers are complements or substitutes is here as moot as for most eco- 
nomic goods. Ferguson generalizes to a wider range of possible results, where- 
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as Vickrey suggests two economic examples where the “paradox” might oc- 
cur. At the risk of being completely wrong, this reviewer’s interpretation ot 
their analyses is that a necessary condition for at least one of the prices to fall 
is that either (1) the rise in price of commodity x produces a greater excess 
supply of commodity y than of x, or (2) the cross price-elasticity exceeds the 
own price-elasticity in demand and in supply! Both are hard to swallow. Is 
my intellectual throat small, or the morsel oversized, or my sense of taste in- 
adequately developed? In any event this pair of essays found the warmest 
welcome. 

Tintner and Pfouts contribute two closely related essays. Pfouts introduces 
hours of work and savings as variables in a person’s utility; Tintner intro- 
duces other people’s consumption and income into each person’s utility func- 
tion. As in the case of the simpler utility functions all that can be said about 
the effects of a price change on quantities consumed is “an income and a sub- 
stitution effect” with nothing definite about the resultant direction of effect. 
This holds for the interpersonal utility function of Tintner as well as for the 
hours-of-work and savings variables in Pfouts’ analysis. It is still true that 
empirically refutable implications require restrictive postulates—something 
that some economists seem hesitant to acknowledge in the mistaken belief that 
one shouldn’t rule out all possible kinds of behavior. 

Harold Davis’ paper is an extension of his earlier logical excursion into the 
analysis of time series of prices by means of differential equations. Frisch pre- 
sents a series of definitions of input-output coefficients. These are expressed in 
physical, in volume, semivolume, and current value units. Space prohibits 
presenting the details here. Until Frisch presents a more detailed explanation 
of the implications of the various alternatives for input-output analysis, the 
results of the present essay will remain purely classificatory. 

Lawrence Klein compares the efficiency and bias of various methods of es- 
timating coefficients of an equation. He first presents an illuminating discus- 
sion of the difference between the estimates of the multiplier, for example, de- 
rived from an estimate of the simple consumption equation (the structural 
equation) and the estimate of the multiplier derived from (the reduced-form 
equation of) a system of equations. The first can be thought of as a partial 
analysis model, and the latter as a total model analysis. Thereafter he presents 
logical and empirical analyses to compare efficiencies of reduced-form equa- 
tion coefficient estimates with and without a prior imposed restriction. The 
empirical sampling results cited support the logical analysis. 

Possibly beneficial effects of destabilizing speculation are developed by 
Friedman in the only paper devoid of any mathematics and almost the only 
one not requiring extensive familiarity with matrix theory. Friedman explores 
some implications of the conjecture that facing or bearing uncertainty is a sort 
of activity for which some people are willing to pay a price (because they like 
to be exposed to uncertainty). He shows that if destabilizing speculation oc- 
cured frequently, it could be the result of such preferences. 

Professor Hotelling’s impressive bibliography (to 1958) concludes the vol- 
ume. 


ARMEN A, ALCHIAN 
University of California, Los Angeles 
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Productivity and Technical Change. By W. E. G. Satter. Monograph No. 6, 
Department of Applied Economics, University of Cambridge. New York: 
Cambridge University Press, 1960. Pp. xii, 198. $4.50. 


No one doubts that technical progress is primarily responsible whenever 
large increases in industrial productivity are observed. But what are the proc- 
esses whereby scientific and technical advances are converted from potential 
to actual gains in output per man? What economic factors determine the rate 
at which new techniques are adopted? How do factor prices affect the devel- 
opment and adoption of new techniques? Why does productivity per man 
vary so widely from firm to firm? Why are increases in productivity so un- 
evenly distributed among industries? 

Salter makes a brilliant attack on these and related questions, utilizing both 
a theoretical analysis and an empirical study of 28 British industries during 
the 26 years ending in 1950. The theoretical analysis developed originally as 
an aid to the interpretation of his empirical results, but it has become a major 
contribution and stands independently as the first half of the book. Here is a 
theory of production in which changing technical knowledge and factor prices 
determine the best-practice techniques available at any point of time, while 
the rate of gross investment, itself a function of the relative prices of labor and 
of real investment, is a major determinant of the speed with which new tech- 
niques are adopted. (A larger portion of existing equipment is regarded as ob- 
solete when real wages and the flow of replacement investments are high than 
when they are low.) 

Salter avoids classifying innovations under the misleading labels of “labor- 
saving” or “capital-saving.” Instead he reminds us that most innovations save 
both labor and capital, and defines a measure of the labor- or capital-saving 
bias of technical advance which he finds more appropriate for our use. 

Salter has a happy faculty for building a penetrating analysis from simple 
theoretical materials. He writes with clarity and balance, presenting his argu- 
ments with due caution, but not submerging them hopelessly in a mire of 
qualifications.* 

Part II of the book reports on an interindustry survey of output, employ- 
ment, productivity and unit costs in 28 British industries between 1924 and 
1950. There have been marked differences among the increases in labor pro- 
ductivity in the various industries. These differences have not been associated 
with differences in the earnings of labor but with differences in unit costs. 
The industries showing the greatest increases in output per head also tend to 
show the smallest increases in selling prices and the greatest increases in total 
output and employment. The last chapter of Part II contains a similar statis- 
tical survey of productivity experience in the United States. The results of the 
British study are confirmed. 

Along with these differential changes in labor productivity there has been a 
marked change in the structure of output, employment and relative prices 
since 1924. Salter believes that the primary causes of this structural change 
have been an uneven rate of technical progress in the various industries and 


*At one point (p. 39) some confusion is caused by the substitution of “growth” for 


“decline” when introducing the formulae for the rates of decline of unit labor and capital 
requirements. 


160 THE AMERICAN ECONOMIC REVIEW 


the uneven impact of economies of scale. Factor substitution may have been 
a contributing factor, but could not have been the principal cause. (Some fac- 
tor substitution is expected to result from progress, occurring in response to 
the cheapening of capital goods relative to labor which is brought about by 
increased productivity in the capital-goods industries.) 

An examination of the interindustry structural changes that have been as- 
sociated with these productivity movements leads Salter to recommend that 
public policy should hinder neither the growth nor the decline of individual 
industries: “a flexible structure of production is an important element in a 
high rate of productivity increase” (p. 9). 

Salter has given us an illuminating and realistic analysis of the processes of 
growth, making effective use of both empirical and theoretical materials. This 
volume should be a significant work in its area for many years. 

Victor E, SMITH 

Michigan State University 


Interindustry Economics. By B, CHENERY and PAuL G, CLARK, New 
York: John Wiley, 1959. Pp. xv, 345. $7.95. 


The authors of this book have set themselves the goal of combining theoret- 
ical and practical aspects of interindustry economics in one short volume. 
They have not provided many links between application and the more theo- 
retical portions of the text. Where they have made such an attempt the “ap- 
plication” takes on a fairly unrealistic flavor involving substitution of labor 
for capital, isoquants for the whole economy, etc. This is to be expected, since 
there is an inevitable lag between theory and application and only the sim- 
plest of interindustry models have been applied. 

Each portion of the text serves a function of its own, however. Part I pro- 
vides an exposition of input-output analysis, indicating the relationships be- 
tween input-output models, linear programming, and economic theory in con- 
siderable detail. A few numerical examples, accompanied by graphical illus- 
trations, provide the principal means of demonstrating the basic concepts. 
The linear programming analog of the transformation function or production 
possibility curve is presented as well as the production isoquants giving alter- 
native ways of producing the same outputs. The “substitution theorem,” that 
the particular combination of final demands has no effect on the choice of ac- 
tivities in the single-factor case, is also demonstrated by a graphical example. 

The algebraic exposition is not always as clear as the graphical, particularly 
in the exposition of the revised simplex method which has been presented 
more clearly by others. Also, this reader is puzzled as to why “proportionality 
is not important” in the input-output model (p. 88). 

The book acquaints the reader with the considerable difficulities involved 
both in constructing and in evaluating input-output models. The various at- 
tempts that have been made to evaluate particular input-output projections 
are described. The authors’ own views appear somewhat more optimistic 
than those suggested by the empirical tests they cite. Their reasons are that 
better data will be available for future models, and, more important, that the 
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tests have not been concerned with the type of application where input-output 
techniques are most useful, such as problems involving a drastic change in the 
structure of an economy (mobilization or economic development, for exam- 
ple). The best test-case to date is perhaps the “U.S. Emergency Model” deal- 
ing with the rearmament program stemming from the Korean War. However, 
these results are still classified security information. In addition the authors 
contend that, typically, equivalent alternative studies using conventional tech- 
niques cannot be compared with interindustry studies because conventional 
techniques simply do not exist that can answer the same questions. As one 
example they cite a model for offshore procurement in Italy which required a 
fairly detailed commodity composition of import requirements. By what tech- 
niques other than interindustry analysis could this be estimated? 

The authors are well acquainted with the literature and provide the reader 
with an overview of what has been attemped in applying interindustry analy- 
sis that would take considerable time to acquire independently. The book 
could serve as a text in policy-oriented courses in economics, providing a sur- 
vey of theory and practical applications that is readable by those not spe- 
cializing in interindustry economics or econometrics. It includes a discussion 
of a wider range of potential applications than is available in other input- 
output literature. 

T. M. WHITIN 

University of California, Berkeley 


Economic Theory and Organizational Analysis. By Harvey LEIBENSTEIN. 
New York: Harper and Brothers, 1960. Pp. x, 349. $6.00. 

This book uses a novel approach to the theory of the firm to attempt an ex- 
tension of microeconomic theory. A theory of organization is developed to ex- 
plain motivation and operations within the firm and hence actions of the firm 
in the industry. This is certainly in contrast to the traditional theory of the 
firm in which the internal functioning of the firm is described in only a prim- 
itive way. 

To begin his fluoroscopic study of microeconomics, the author reviews sev- 
eral important areas in this field. The traditional theory of utility and demand, 
the theory of competitive equilibrium in both the short run and the long run, 
the theory of monopoly and monopolistic competition and oligopoly are all 
covered in a space of 85 pages. In spite of the brevity of the treatment, the ex- 
position is lucid and essentials are covered with care. 

The second of the four sections is devoted to defining and applying a con- 
cept of specialization. Leibenstein’s concept of specialization is stated in 
terms of activities within production processes. If a group of individuals per- 
form a set of activities in one process which are contained in a set of activities 
performed by a group of individuals in a second process, then we have a clear 
indication of greater specialization in the first process because fewer activities 
are performed by the group in the first process. But the indication is not con- 
clusive because there may be other groups in the first process that are less spe- 
cialized than some groups in the second process. Hence the problem of com- 
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paring the degree of specialization between two processes becomes logically 
similar to the index number problem. The material on specialization is in- 
teresting per se and, so far as the reviewer could see, is logically sound, but it 
seems to be only implicitly related to the remainder of the book. 

The largest and most discursive section deals with a theory of organizations. 
The fundamental construct of the theory is the role or the role-player. The au- 
thor is careful to distinguish his concept of the role from the usual socio- 
psychological concept of a role. To the author a role is made up of fields of ac- 
tion, i.e., alternative actions open to the player of a role. Thus the primitives 
of the theory are fields of action and it is not reasonable to attempt to define or 
delimit these too closely. The role must be interpreted by the player, and in- 
terpretation of the role may (in some instance certainly would) differ from 
one player to another. Interpretation of the role means deciding what fields of 
action are appropriate to the role. 

Obviously there are many types of role at many different levels. Routine 
performance roles call for little, if any, interpretation, while roles concerned 
with policy matters are open to a range of interpretation. The author provides 
a classification and analysis of role-types. 

An organization is defined as a role structure that includes a working group 
- of role players and players that determine such things as the roles to be in- 
cluded in the structure, the players to fill the roles and the payoffs to be made 
to all players. A firm is defined as an organization whose existence depends on 
the size of the aggregate payoff, the payoff being derived from the sales of 
goods and services. This definition offers scope for the author to develop a 
concept of organizational equilibrium and to rephrase many topics, such as 
efficiency and scale, motivation, etc., in terms of his organizational theory. 

The final section deals or purports to deal with the implications of organi- 
zational analysis for microeconomic theory. In this section many interesting 
and significant observations, especially on the shortcomings of existing eco- 
nomic theory, are made and some suggestions for improving the theory are 
offered. In spite of evidences of original thinking, this section, which should 
be the glory of the book, is disappointing. There appear to be two reasons for 
this. First, the highly specific organizational theory developed in earlier por- 
tions is not used to any extent in the last section; this section could stand with- 
out reference to the first part of the book. Secondly the models and apparatus 
of thought are not fully worked out. Many hopeful suggestions are made and 
the reasoning is carried to a certain stage, but never as far as we might right- 
fully expect from the author. This is especially clear in the final chapter on 
the oligopoly problem. 

But it is the independence of the last section from earlier sections that is 
most disturbing. Indeed the bride, microeconomics, refuses to unite with the 
groom, organizational theory, in a satisfying way in spite of the angry wagging 
of the shotgun held by Leibenstein, who appears to be the father of the groom. 

In a more pertinent vein it may be observed that this book is a contribution 
to a recent literature of protest and suggestion about the state of microeco- 
nomics. Among the longer and later contributions those of Shubik and Bau- 
mol come to mind immediately. At the very least it seems that Leibenstein has 
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suggested an approach that is worthy of serious consideration and that may 
prove fruitful in the future. 


RALPH W. Prouts 
University of North Carolina | 


The Powerful Consumer: Psychological Studies of the American Economy. 
By Grorcre Katona. New York: McGraw-Hill, 1960. Pp. ix, 276. $6.50. 
This book has much in common with the author’s earlier book, Psychologi- 
cal Analyses of Economic Behavior, 1951. Both books are primarily concerned 
with consumer behavior and attitudes with respect to durable goods and sav- 
ings, as revealed by surveys made by the Survey Research Center of the Uni- 
versity of Michigan. This book has benefited from the vastly increased stock 
of information accumulated from these surveys over many years and from ad- 
ditional experience of the author and other research workers in developing 
methods of data correlation, in ferreting out conditions associated with the 
behavior being investigated, and from testing the validity of various hypoth- 
eses, for example, the effect of change in income or price, holding constant the 
effect of change in expectation as to future income and price. 

The book has four main sections, namely, Introduction, Attitude Change, 
Psychological Findings, and Economic Fluctuation. Each of these includes 
some general discussion of psychological theories, some findings from surveys 
and some atteimpts at interpretation of the implications of the evidence. The 
facts are marshalled in such dense detail that many readers may lose sight of 
the relevant conclusions. In the interpretation of evidence some use is made 
of national time series. This constitutes, however, a minor part of the book, 
and it suffers somewhat from conceptual confusion; for example, in the dis- 
cussion of savings and the permanent-income hypothesis. 

The book is primarily addressed to economists who, by and large, are 
judged to be ignorant of basic psychological principles and prone to rely on 
outmoded concepts of economic man. The introductory sentence sounds the 
keynote of much that follows: “Instability of the economy is still one of our 
most pressing problems” (p. 3). Later the author claims that : “Information 
on changes in consumer sentiment contributes . . . to our ability to predict the 
future course of the economy” (pp. 8-9). Yet in summarizing evidence on the 
“index of consumers attitudes and samples of consumer durable goods” of the 
years 1952-1959, the author concludes: “Sometimes attitudes change auton- 
omously and indicate changes in demand for consumer durables which cannot 
be explained by changes in income and other traditional financial data; some- 
times attitudes are influenced by past developments in incomes, production, 
sales and the like, and do not contribute significant new information . . .” 
(p. 52). 

Nevertheless the general review of findings of surveys made at the Survey 
Research Center presented in this book should prove useful to sellers of dur- 
able goods and of insurance policies wanting insight as to conditions likely to 
transform potential into actual buyers. In other words, it provides some guide 
as to probable response to selling efforts. 


“Powerful” in the title appears to connote the author’s judgment that some 
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consumers’ discretion exists and that where there is discretion there is power. 
He emphasizes that willingness as well as ability to buy is important. The 
frequency with which the author has to qualify his findings as tentative and 
to point to “other” conditions that may be present makes it obvious that he 
feels that conditions affecting willingness are not yet well understood. He 
leaves little doubt, however, that in the expansion of this field of knowledge 
there is at least one enthusiast. 


Marcaret G. REID 
University of Chicago 


The Demand for Durable Goods, Edited by ARNOLD C. HARBERGER. Chicago: 
University of Chicago Press, 1960. Pp. vi, 274. $5.00. 

This compact volume contains five demand studies on major durable goods, 
including housing, refrigerators, automobiles, farm tractors and plant and 
equipment investment. The editor presents a business cycle model, using the 
parameters estimated by the authors of the various studies, While one may 
disagree with specific points and possibly the general framework, it is never- 
theless true that a major benefit of a book like this is the common viewpoint 
adopted by the various authors. All too frequently quantitative studies of a 
particular subject proceed from diffuse points of view, and therefore the total 
effect has less impact than the sum of the parts. In the present case the unified 
approach has resulted in greater impact. 

Several features are common to all the studies. First, all of them use the 
stock adjustment or “‘flexible” accelerator models, which have become increas- 
ingly exploited in econometric work for the study of durable goods. These 
models were first brought to the attention of economists by Richard Goodwin 
in 1948, and several years later by Hollis Chenery. A rugged parochialism, 
however, has led the authors to ignore these historical origins. The basic model 
has these characteristics: The net stock of capital demanded is presumed to 
be a constant proportion of the difference between the desired net stock at the 
end of the period and the capital stock at the beginning of the period. The 
proportionality constant represents “the speed of adjustment” coefficient. In 
these studies, the speed of adjustment varies between .05 and about .4 per 
year, depending upon the commodity. The demand for gross investment also 
includes a replacement component, where replacement demand is ordinarily 
presumed to be proportional to the stock of capital at the beginning of the pe- 
riod. The validity of the model, of course, depends upon what is included in 
“desired stock of capital” for the end of the period. The authors generally 
consider a highly conventional variety of economic variables, principally 
prices and income for consumer durables and a somewhat wider range of var- 
iables for producer durables. An outstanding feature of these studies is the 
serious consideration given to measurement of the stock of capital. Various 
essays, particularly the Griliches tractor study and the Chow automobile 
study, contain worthwhile and relevant discussions on the construction of em- 
pirical measures of real capital assets corresponding to pertinent theoretical 
economic constructions. 


Second, the studies mostly depend upon aggregative time series and further, 
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to quote the editor, “all the studies rely exclusively, though not naively, on 
the least squares method of estimation.” The statistical difficulties inherent in 
the use of aggregative time series are well known and need not be repeated 
here. Furthermore, cross sections would not be appropriate data for the esti- 
mation of the coefficients of principal interest to the authors of these studies. 
While these studies will and should provide a target and useful reference for 
much future work in the area of durable goods demand, subsequent advances 
in knowledge about the demand for durables is most likely to come from much 
more detailed consideration of the structure of the economy. 

Third, all the studies use a weighted average of current and lagged dispos- 
able income, as an alternative to the usual Department of Commerce defi- 
nition of current disposable income. The authors find that when the quantity 
of real capital is regressed against this smoothed value of income, multiple 
correlations are often higher than when the stock is regressed against current 
disposable income, along with the same set of other variables. This weighted 
average past income, attributed to Milton Friedman under the name of “ex- 
pected income,” is a useful device for measuring durable asset demand; after 
all, the stock of capital represents an accumulation of past investments (mi- 
nus retirements) and hence is a relatively smoothly moving time series, so 
that it makes empirical sense to explain it by using “expected” income, a cu- 
mulant of past flows. In measuring flow demand, i.e., the demand for invest- 
ment, however, it was found several times that the current disposable income 
variant is a superior explanatory variable. In one interesting test of the 
Friedman “expected” income hypothesis, Gregory Chow defined “unexpected” 
income as the difference between Friedman’s “expected” income and current 
disposable income as a separate variable, along with “expected” income. Both 
variables had about the same estimated coefficients. Hence, “expected” in- 
come turned out to be indistinguishable from current income in this particular 
application. 

In the initial essay Arnold Harberger uses the estimated parameters to 
construct an aggregate cyclical model whose behavior is determined by the 
flexible accelerator for consumer durables, housing and plant and equipment. 
He assumes that in a typical recession, GNP falls to 4 per cent below “nor- 
mal” in four quarters, and four quarters later resumes its normal level, while 
disposable income is assumed to fall below normal by only three-fifths of the 
drop in GNP because of the “built-in” stabilizers. Harberger concludes: “The 
picture thus emerges of a normal recession pattern in which the aggregate loss 
of product probably lies between 2 and 2.5 times the aggregate autonomous 
reduction in demand. The induced short fall of non-durables demand probably 
lies between one-third and one-half of the aggregate autonomous reduction, 
while the induced loss of durables demand probably amounts to between two- 
thirds and five-fourths of the autonomous reduction.” 

Here are some of the main findings of the individual studies: Richard Muth, 
in an analysis of the demand for residential housing, finds that both price and 
income elasticities of the demand for the housing stock are approximately 
unity, whereas the interest elasticity of demand for the stock of housing is 
quite low, about .15. This last result has some possible implications for mon- 
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etary policy. These implications, however, are limited by one major defect of 
this study. Muth chose an historical period during which the housing market 
was strikingly remote from the present by restricting the estimated models to 
the years 1915-1941, Government finance programs, such as FHA and VA 
had slight impact. In addition, most mortgages were not self-amortizing. 
Hence, the analysis consists of an economic history, which may have small 
structural significance for the present time, Furthermore, the lag adjustment 
structure, which is likely to be especially complicated in the case of residen- 
tial construction, has been treated in a fairly cursory manner. Muth finds 
much higher price elasticities than those of two previous studies. His price 
elasticity ranges from .7 to 1.80, while previous studies showed price elasti- 
cities to be .5 or less. A firmly based estimate of these elasticities, however, 
must await a more complete specification of the structure than that proposed 
by Muth. 

The demand for farm tractors in the United States has been explored by 
Zvi Griliches, who has used a particular variety of economic theory to derive 
a demand function for tractors. Thus he considers the demand for tractors to 
be a function of the existing stock of tractors, interest rates and the index of 
prices paid for tractors divided by the index of prices received for crops. We 
are informed that “this study, thus, differs from most consumer demand stud- 
ies in the absence of a ‘scale’ variable like income. But this is quite consistent 
with theory. In the conventional theory of the firm, the firm has no ‘budget 
restraint,’ and the production function is the only constraint.” Output is ex- 
plicitly excluded, although implicitly it is taken into account in output prices. 
This formulation assumes that the firm is maximizing profits in perfect mar- 
kets. Had the cost minimization approach been adopted instead, output would 
have appeared explicitly, as it does in the standard flexible accelerator models. 
To say the very least, I find it surprising to suppose that there are no capital 
market restrictions on farmers. For a great many years at least, farming has 
been carried on to a large extent by small-scale units whose access to the cap- 
ital market has been restricted, so that purchases of tractors would then de- 
pend very heavily upon the income of farmers, as well as on the credit terms 
available from the tractor manufacturers. Closer attention to the institutional 
structure might thus have measurably improved the results, even though a 
measure of “proprietors’ real equity in agriculture” was introduced to deal 
with capital rationing. This variable did not prove to be statistically signifi- 
cant. More likely, the deviations of desired from actual liquid assets, perhaps 
best represented by some function of farm income, determine the demand for 
tractors rather than proprietors’ equity. Hence, I believe that Griliches may 
have some serious identification troubles. Suppose the elasticity of demand for 
agricultural products in the short run is less than unity, an assumption often 
made. Then high prices of farm products will be associated with low outputs 
and the additional, simultaneous relation introduced by this price-income re- 
lationship will also cause funds to be generated for farmers which will bias 
the estimated coefficients. However, one of the best available discussions in 


print on the problems of measuring capital stock has been written by Gri- 
liches. 
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Gregory Chow’s study on automobiles is a re-evaluation of results to be 
found in his Tie-Demand for Automobiles in the United States. He tests the 
degree to which a demand equation estimated with data ending in 1953 has 
predicted the demand for automobiles from 1954 to 1958. Chow found that 
the empirical equation forecasts well for the years 1954 through 1957, in- 
cluding 1955 which was the large model-change year. However, the recession 
year 1958 resulted in a substantial overestimate. Chow’s study also is valuable 
because it presents earlier results on the different ways in which the stock of 
capital ougut to be valued in order to get an empirically observable time series 
of the stock of capital. Chow found that the price of an automobile of a given 
model year declines with considerable regularity about 25 per cent per year 
so that he used relative price weights to get a value stock instead of simply 
adding up the total number of cars. 

The invesiment study by Yehuda Grunfeld is the only disaggregated 
study. He fits time-series plant and equipment investment equations for nine 
large firms for the years 1935-1954, including the war years. While definitely 
suggestive and interesting, his results are not comparable with previous em- 
pirical results on plant and equipment investment behavior since he measures 
investment as the sum of maintenance and repair outlays plus gross dollar 
outlays on plant and equipment, instead of plant and equipment expenditure 
alone. Grunfeld finds that when a rough estimate of the replacement cost value 
of gross fixed assets and the market value of the firm (defined as the stock 
market evaluation of common stock on December 31 of the previous year, plus 
book value of debt) and corporate profits are included in the same regression 
equation, corporate profits are statistically insignificant. He concludes that 
whatever explanatory value profits have for investment in a simple regression 
equation, this simple correlation is a proxy effect most correctly represented 
by the value of the expectations of future revenues reflected in market value 
and the replacement value of fixed assets. The use of stock market prices in 
investment functions was first suggested by Tinbergen in his famous League 
of Nations Statistical Testing of Business Cycle Theories and was also given 
brief attention by Meyer and Kuh in The Investment Decision. While stock 
market prices undoubtedly deserve investigation as a measure of expecta- 
tions, it seems puzzling that a variable so heavily subject to random disturb- 
ances and systematic forces additional to the particular fortunes of an indi- 
vidual firm should still prove such a powerful explainer of investment. After 
all, variations in stock prices originate from a great many things—shifts in 
liquidity preference, momentary panics associated with heart attacks of key 
government officials, or pronouncements of doom and gloom by prominent 
economists before Congressional committees. Grunfeld argues that systematic 
factors outside the individual firm ought to be considered. If correct, it is not 
obvious that the stock market is the most appropriate measure. This study 
contains some promising lines of analysis which certainly would have been 
further investigated had not the author most unfortunately met with a fatal 
accident. 

The remaining study deserves briefer comment. Meyer Burstein’s study of 
the demand for refrigerators, a skillful econometric job, ran into extremely 
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serious data difficulties. The price and income series were so highly correlated 
that obtaining reliable estimates of their parameters proved difficult. Burstein 
also grapples intelligently with the problems of taking into account quality 
changes, since refrigerators have been subject to large quality changes during 
the past three decades. 

Subsequent studies in the area of durable goods behavior will benefit greatly 
from this collection. Every empirical study (theoretical too for that matter) 
is open to criticism: Who is to cast the first typewriter? This should not ob- 
scure the merit of these analyses, which rank two and one-sixteenth standard 
deviations above the average. 

Epwin Kun 

Massachusetts Institute of Technology 


The Classical Liberalism, Marxism, and the Twentieth Century, By OvERTON 
H, Taytor, Cambridge: Harvard University Press, 1960. Pp. ix, 119. 
$3.50. 

This pleasant and urbane little volume contains four lectures given at the 
University of Virginia in 1958. They are reproduced substantially as deliv- 
ered, and have a rotund oral flavor, even to the appearance of a philosopher 
named Hagel (p. 4) and Marxist utopia in which government would whither 
away (p. 70). In the first lecture we are introduced to classical liberalism as 
an ideal of America; in the second, we are introduced with the cool propriety 
of a perfect host to a somewhat dubious guest—the socialist and Marxian tra- 
dition, Then in the third lecture the two traditions, now in modern dress, con- 
front each other on the great stage of the world, in a manner so civilized how- 
ever as almost to suggest the Harvard Faculty Club. Finally in the fourth lec- 
ture some sage advice is tendered to Our Side, which has emerged a shade 
bloody but quite unbowed from the match of the third lecture, on how to im- 
prove its technique in the struggle for men’s minds and hearts. The style is a 
rare pleasure; reminiscent a shade, perhaps a little surprisingly, or again per- 
haps not so in view of the long Harvard tradition, of Henry James in his later, 
or more parenthetical (not that this is any disgrace) period; or perhaps even, 
though this is less fashionable, of Carlyle; but it is, reminiscences or no, a 
pleasure in these days of short stilted sentences and niggling formulae to find 
an author who has the courage to clothe noble and sonorous ideas in an ap- 
propriate investiture. 

Taylor stands in a great tradition of philosophical economists, and his work 
reminds one in many ways of the more recent works of J. M. Clark; one looks 
for insight rather than system, wisdom rather than techniques, and the reader 
will not find these lacking. To give but a small sample: the Thomistic roots of 
Lockean liberalism and the sharp conflict of both with Machiavellianism and 
mercantilism is beautifully displayed in lecture I: the historical character of 
liberalism by contrast with the historicism of Marxism is strikingly brought 
out in lecture II; the discussion of the “moral use of reason,” the epistemo- 
logical basis of “con-science,” the contrast between liberal and ethical democ- 
racy with absolute and mechanical democracy in the two final chapters are 
likewise beautifully done. Nobody, I suspect, will be much startled by this 
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book; nevertheless it is a book to be enjoyed and savored even by those who 
are familiar with the ideas which it expresses. If the great questions receive 
somewhat diffident answers, as ‘Taylor himself acknowledges with engaging 
modesty, perhaps this is the kind of answer that great questions ought to get. 
K, E, BouLDING 
The University of Michigan 


Early American Policy: Six Columbia Contributors, By Josxrmu DorrMan 
and R. G. Tuowrt.. New York: Columbia University Press, 1960. Pp. 
356. $6.00, 

This attractively produced volume is, strictly speaking, a work of super- 
erogation, for its two eminent and prolific authors earned a place in the schol- 
ar’s Elysium long ago. Moreover, of the six essays, five were originally pub- 
lished in the Columbia University Quarterly between 1931 and 1938, and 
severely condensed versions appeared in the first two volumes of Dorfman’s 
The Economic Mind in American Civilization. The sixth, dealing with John 
Jay, is new. 

While the underlying motive is pietistic, the connecting link between the 
essays is, appropriately enough, institutional. Each of the contributors re- 
ferred to in the title was, at some stage in his career, connected with Columbia 
College or its predecessor, King’s. Alexander Hamilton, John Jay, Henry Veth- 
ake, John McVickar and William Beach Lawrence were all students-——though 
Hamilton, whose period of instruction ended with a “shower of stones,” did 
not graduate. (Incidentally, Vethake’s experience of academic life was even 
more dramatic, On one occasion, while prostrate from an attack by a student, 
he was rescued by the chemistry professor who was armed with a pair of 
tongs!) Lawrence (briefly), McVickar and Francis Lieber were faculty mem- 
bers. Beyond this institutional link however, they had little in common, for 
their contributions to policy were as varied as their careers. Indeed this book 
affords ample testimony to the promiscuous character of the term “policy.” 
Only Hamilton and Jay, both of whom were statesmen and hence policy- 
makers, had any direct influence on national policy. McVickar, Vethake, and 
Lieber spent most of their lives as scholars or educational administrators, and 
although they often wrote on policy questions and occasionally participated 
in policy debates in an era when the dividing line between scholarship and 
propaganda was much fainter than it is at present, they rarely exercised any 
important influence on policy-makers, and cannot be said to have played a 
leading role in the formation of public opinion on current issues. 

Employing a pleasantly informal style, and proceeding at a leisurely pace, 
the authors provide a wealth of interesting and scholarly detail on each per- 
sonality. There are fascinating sidelights on early American academic life 
and, of course, authoritative accounts of the economic ideas. Each chapter 
includes a character sketch, a discussion of the man’s beliefs and career, and 
an assessment of his contribution against a broad historical background. Al- 
though the reader may occasionally feel that the expenditure of scholarly re- 
sources has been prodigal, the authors have generally avoided the mistake of 
overestimating either the importance of their subjects or the influence of Co- 
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lumbia, The present essays (apart from the one on Hamilton) differ either in 
form or content from the originals, and in some cases significantly, The three 
appendices include a valuable short treatise on bills of exchange by McVickar, 
some letters from Lawrence to President Buchanan, and some specimens of 
Francis Lieber's examination questions, 
A.W, Coats 
University of Nottingham, England 


The Reonomic Point of View: An Essay in the History of Economic Thought. 
By Isrant M, Kirzner, Princeton: D, Van Nostrand, 1960, Pp, xv, 228. 
$5.50, 

What és economics? It is not a jesting Pilate question, Every economist at 
some time must have wondered just what it was that he was doing. The fortu- 
nate discover the definition that economics is what economics does, and re- 
sume what they were doing before it occurred to them to wonder what it was. 

It is not everyone's answer, Some want to know just what it is that makes a 
fact, an idea, or a problem a part of economics, What for example is there 
about the content of the books reviewed on these pages which puts them with- 
in economics? The only book which indisputably belongs is one that tries to 
answer these questions, as this book does, It is about a real as distinct from a 
nominal definition of economics, and that is something meant to “reveal to us 
the ‘nature’ of the definiendum—which in this case is a concept, a ‘point of 
view’.” 

Professor Kirzner explains the idea historically. We are told about those 
writers who believed economics was the science of wealth or of welfare, a 
point of view shared (he states) by Smith, the Ricardians, Marx, the Aus- 
trians, the Lausanne school, and Wesley Mitchell—a crowded gallery. Another 
viewpoint is that economics is the study of behavior motivated by pecuniary 
self-interest or the wish to maximize some kind of returns (the Ricardians 
again, Jevons, and Viner). Another is that economics comprehends behavior 
in which money is important in one way or another, as Pigou believed it was 
the measure of the thing maximized. Today most economists believe that 
what they are doing is studying how men behave when they must relate un- 
limited ends and scarce means. The idea is attributed to Lionel Robbins, but 
F. H,. Knight has stated it more cogently, At the end of the historical survey 
we come to the praxiology of Ludwig von Mises, by which economics is de- 
fined as the science of human action and all human action as purposive or ra- 
tional behavoir. The idea is expressed with deep conviction and with dedica- 
tion to its originator who was the author's teacher. 

But it is not convincing. If all behavior is rational, then rationality means 
so many things that it cannot be used to predict behavior. That is a methodo- 
logical objection. The definitional objection is just as strong. If economics is 
the study of all purposive behavior, the economist should study all behavior. 
But. that cannot be, and Kirzner acknowledges this with commendable frank- 
ness, Still he believes that economics has a “nature of its own,” although he 
does not say what it is. In the end we are told that any distinction between eco- 
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nomics and other studies of behavoir “must be arbitrary.” That is a disap- 
pointing end for a book which means to reveal to us “the ‘nature’ of the defini- 
endum.” At this point we are prepared to accept the jesting definition that 
economics is what we do, 

The definition is not in this book, which like others on the scope and method 
of a subject is serious and often solemn, It obviously has been prepared with 
much thought, the historical sections are responsible and as detailed as possi- 
ble, and the writing is as clear as the subject allows it to be. But the purpose 
has not been achieved, and that, I think, is not a failure of the author but of 
the leading idea with which he worked, 


Wittiam D, 
University of Illinois in Chicago 


Economic History; Economic Development; National Economies 


Six Lectures on Economic Growth. By Simon Kuznets. Glencoe, Ill.: The 
Free Press, 1959, Pp, 122. $3.50. 

Professor Kuznets’ published lectures on economic growth, originally pre- 
sented in Mexico City in 1958, are certainly a welcome addition to the litera- 
ture in the field, ‘There are, of course, a number of books that use some statis- 
tical data, but there is probably no other book that summarizes so much of the 
statistical findings in so short and readable a format by one of the most re- 
apected authorities in the field. Many of the statistical generalizations as- 
serted are likely to come as no surprise to students of economic development, 
but they are, nevertheless, of interest to us since it is Kuznets that asserts 
them. Had someone else tried to make some of the points we might put less 
credence in them. 

Lecture 1 reviews “modern” rates of growth, and points to the fact that 
from a long-run point of view, modern growth rates are especially high. In- 
deed, Kuznets makes much of the point that they could not have persisted for 
a very long time, because if we extrapolate the current high rates of growth 
backwards we find that they must have been of recent origin. This argument 
is in fact probably true, but it need not be necessarily so if in the past there 
had been large long-run cyclical variations in growth rates and output. This is, 
of course, a minor logical quibble and should not be taken seriously. 

In lecture 2 Kuznets considers the time pattern of economic growth and em- 
phasizes that technological change is the necessary condition and the major 
factor in modern growth. Throughout the book Kuznets uses the phrase “mod- 
ern economic growth” in connection with the high growth rates achieved in 
modern times. But one also gets the impression that by modern economic 
growth one should have in mind the type of growth that is really based on in- 
dustrialization and mechanization. Surely it is industrialization and utiliza- 
tion of newly discovered sources and means of harnessing nonhuman power 
and its potentiality that distinguishes modern from ancient growth rather than 
the rates of growth themselves. The average rates of growth are, of course, 
very different today than they were in the distant past. But this is the conse- 
quence rather than the causal aspect. 
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Lecture 3 will be familiar to students of economic development who have 
attempted to grapple with the statistics and generalizations presented by Co- 
lin Clark and the counterarguments presented by Bauer and Yamey. The mat- 
ter discussed here is the uniformities to be found in the changes in the indus. 
trial structure of the labor force and in the national product as a country de 
velops. 

Lecture 4 considers the long-term trends in capital formation for a number 
of countries, Kuanets finds, for instance, “that the ratio of gross domestic cap- 
ital formation to gross domestic production is positively associated with in- 
come per capita” (p, 71), Another point that Kuznets makes is with respect 
to the differences in net capital formation as a percentage of net national in- 
come between advanced and underdeveloped countries. He finds, for example, 
that “the share of net capital formation in net national production in groups I 
and IL [developed countries} exceeds that in group VIL [underdeveloped 
countries} by 89 of national product” (p. 74). Is it plausible to assume that 
these few additional percentage points account for the striking differences in 
the level of performance and patterns of growth that we observe between the 
developed and underdeveloped countries? He concludes that he has a strong 
intuitive objection to such a theory of history since it places strategic impor- 
tance on ruinor details, There is the probability that the ratios of growth that 
exist today are probably symptomatic of the recent situation and do not re- 
flect a condition that goes back very far in history. 

Lecture 5 considers the problem of size. In this area Kuznets seems to con- 
clude that for the most part limitation of size is not really an important hand- 
icap to development. 

Lecture 6 is of special interest to the economic theorist. In this lecture Kuz- 
nets prescribes some tasks for economic theory. The tasks that he sets seem to 
be formidable indeed: (1) to develop a testable model that would weave the 
common (and presumably statistically determined) elements of the industrial 
system, the structure of common ends and aspirations, and finally the cultural 
and social elements of such economies into a unified whole; (2) to formalize 
the effects of different initial conditions on economic growth; and (3) to de- 
velop a theory as to how growth spreads from one areca to another or from one 
country to another. 

This brief review of the contents cannot really give the feel of the book, It 
seems to me that Kuznets is out to determine two things on the basis of statis- 
tical evidence: First, what are the common elements and tendencies that we 
find in different countries in the course of economic growth? Second, what are 
the differences that we sce? Kuznets discusses both simultaneously although 
he seems to have a slight bias for underscoring the differences. What general- 
izations can you make about economic growth if you become immersed in the 
facts? For facts we should really substitute the word statistics, for these are 
for the most part, the facts that are emphasized. Kuznets seems to insist, with- 
out saying so directly, that we stick to the known statistical facts before we 
speak. 

Despite his high degree of caution, Kuznets does find a number of common 
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patterns that evolve in the course of growth, Surely this is a hopeful sign, For 
it means that we may be able to develop some theoretical structure consistent 
with common elements, At the same time, one is rather surprised that rarely in 
the volume does Kuznets discuss the reliability of his statistics, What stock 
can we put in any of these generalizations based on statistics, be they gener- 
alizations about common tendencies or differences, if nothing is said about the 
degree of reliability and the range of probable error, 1, for one, would have 
been intrigued had Kuznets ventured into this area, This last does not by any 
means reduce substantially the basic value of the book, Though many of us 
may have believed that there are certain common tendencies to be observed in 
the course of development, it is surely helpful to get the weighty authority of 
Kuznets behind such beliefs. 

On the tasks for economic theory I suspect that Kuznets may be placing 
the theorist in a bit too much of a strait jacket. His order seems a rather tall 
one, Certainly we want theories that fit some of the facts, but must they fit 
primarily the statistical facts stressed here as well as other social, cultural and 
institutional facts simultaneously? Do not the facts that we want to select and 
stress depend in part on their nature and in part on their reliability? 

What is really important is to be able to develop theories which are not tau- 
tological. They must be consistent with some of the facts of the real world. 
Economics is, after all, an empirical science, But in the early stages-—and 
surely we are in the early stages—would it not be better to leave the theorist 
enough leeway to pick for himself the facts that he wishes to tie together 


within his theory. In other words, the order that Kuznets places for theory 
seems to be an order for an optimal theory in some sense. Such a request is 
probably not too helpful at this juncture, Rather, should we not grapple 
with the problem of trying to determine the present feasible theory set and 
request, at most, the optimal one out of the feasible set? 

Harvey LEIBENSTEIN 


University of California, Berkeley 


Inisiativa privata e azione pubblica nei piani di sviluppo economico, By Pas- 
QUALE Saraceno, No. 1 of Monograph Series SVIMEZ (Association for 
the Industrial Development of Southern Italy). Rome: Giuffre, 1959. 
Pp. 101, L. 600, 


Professor Saraceno, one of Italy’s leading economists and director of eco- 
nomic studies of SVIMEZ, has prepared this monograph from lectures deliv- 
ered in 1957 at the Universities of Ankara and Istanbul and at the Interna- 
tional Bank for Reconstruction and Development. He writes as an expert in 
the problems of unification and development of the Italian economy. 

His basic theme is that the state in an underdeveloped economy acquires 
major tasks not forseen in western politico-economic thinking. The Keyne- 
sian approach is inadequate because it emphasizes the promotion of effective 
demand, letting the market rule from there on. Western socialism looks to de- 
struction of the private sector, has its eyes fixed upon income redistribution, 
and wholly overlooks the problems of capital formation and income growth, 
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If, as Saraceno passionately desires, an underdeveloped country is to indus- 
trialize without recourse to communist totalitarianism, then it must combine 
an over-all development plan with a mixture of public and private firms, The 
public firms must function within a market order, If the tasks laid on them 
compel losses, these must be explicit so as not to mask inefficiency, As devel- 
opment proceeds, public firms may pass into private hands, Thus Saraceno 
contemplates a mixed economy, with framework and directive planning to 
effect the transformation to an industrial order. Old ideologies simply will not 
do for guides. 

Saraceno points out that the advanced capitalistic countries had long ago 
abandoned automatic mechanisms, Keynesian policies are simply the last ina 
long chain. Very persuasively he argues, as Myrdal does, that capitalistic in 
dustrialism never encompassed the world save in limited exchange relations, 
Thus it achieved unified economies only in selected areas, while the remainder 
failed to develop, The choice lay between intensified development at home, 
plus an eventual welfare state, or much greater investment abroad, to develop 
a balanced world economy. The former path was chosen. An unbalanced eco- 
nomic world was the result. For the undeveloped and underdeveloped portions 
market forces and private initiative will not do the job, The state must delib- 
erately undertake the task of transformation, 

Here the choice lies between communist methods and a new kind of liberal 
state, one that uses the market and private initiative where possible, encour- 
aging their growth within an over-all plan. The purpose is to create a unified 
market economy, where the forces of initiative themselves are too weak, This 
means the reorganization of peasant agriculture, with absorption of displaced 
labor by surrounding sectors, Because much labor is unsuitable for modern 
techniques, there will be a kind of labor shortage, dictating use of capital- 
intensive methods in industry. As the industrial sector grows, a dual economy 
will emerge—in productivity, incomes, and growth rates. If industrial wages 
are tied to productivity, undesirable inequality of incomes and excessive con- 
sumption will occur. Wages and monopoly prices must both be controlled, to 
check the splitting of the economy and the population. The over-all allocation 
of savings and investment must be fitted to the plan, and deficit financing 
must be avoided. The state must both fill in for and supplement private enter- 
prise. Once growth becomes self-sustaining and the economy is well unified, 
private initiative can expand more readily. 

All this is familiar, but it needs to be said again and again. The gospel of 
“leaving it to the market” will not work, and has not worked, in the countries 
with which Saraceno is concerned. The bourgeoisie are simply not there in the 
first place. If these nations are to be saved for the free world, they must follow 
different political precepts. If they take Saraceno’s road, they can get a unified 
market economy and freedom together. The alternatives are continued stag- 
nation or centralized communist control, with the latter the untoward out- 
come of the former. 


Grorcet H. HitpeEBRAND 
Cornell University 
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Zur Theorie der Industrialisierung. By Sigurv Kiart, Cologne and Opladen: 
Westdeutscher Verlag, 1959, Pp. 546. DM 45.—. 


In this book we have before us an attempt to present a comprehensive theory 
of industrialization, including not only the economic, but also the important 
noneconomic aspects of this process. The result of this effort may be summa- 
rized in two main points; (1) Klatt does not make a new theoretical contribu- 
tion; on the contrary, his presentation is a restatement of previous theories of 
economic growth, mostly in a form elaborated in the pertinent United States 
literature, More concretely, Klatt restates the theory of growth of E. D. Do- 
mar and Roy Harrod modified by D. Hamberg, R. Eisner, W. Fellner, and 
others, Hence, on the purely theoretical side, this book will not be of interest 
to an American reader familiar with the literature on economic growth theory 
of the last few years. (2) But if this book, though competent, is unoriginal on 
the purely theoretical side it does present a rather novel and, as I hope to 
show, useful organization of the material pertaining to the theoretical analy- 
sis of the industrialization process. To begin with, Klatt apparently has seen 
and has drawn upon a vast amount of literature, much of it in English, He 
appends a classified bibliography which covers 80 pages, and which is a valu- 
able ingredient of the book. But more importantly, he makes the process of 
industrialization, its general theoretical analysis and its concrete manifesta- 
tions in given historical situations, eminently intelligible by the very orderly 
arrangement of the subject matter. 

The structure of the book’s contents, although related to a stages-of- 
growth approach, constitutes a conversion of stages into analytical categories 
associated with economic development. More concretely, the book is divided 
into three main parts: the first deals with the initiation of the growth process, 
i.¢., the problem of identifying the factors which lead to the rapid stepping-up 
of economic growth; the second—and largest—-part is devoted to the analysis 
of the industrialization process itself; and the third relates to the analysis of 
the “postgrowth stagnation,” i.¢., a flattening out of the growth curve after a 
period of acceleration (which it has become fashionable to designate as “take- 
off” but which we may also call by the more time-honored term “industrial re- 
volution”’). 

It is clear from this brief sketch of the contents of Klatt’s book that the 
organization of his material has some resemblance to the description of the 
growth process by W. W. Rostow. But the similarity is chiefly superficial and 
based on the assumption underlying both Rostow’s and Klatt’s analyses that 
the industrialization process, if plotted diagrammatically, could be repre- 
sented as a line resembling a logistic curve. The most interesting part of 
Klatt’s book deals with the explanation of the sudden upturn of the curve from 
its early rather flat to its steep section. This section of the curve corresponds 
to the period of the elaboration of the preconditions of industrialization and 
the actual industrial revolution. Instead of using imaginative speculation, 
Klatt approaches the explanation of the take-off with his customary propen- 
sity to synthesize. 

First he establishes that there must be present a social, legal, political, and 
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general environmental framework in which industrial growth can take place. 
Then he turns to the actual “impulses” to industrialization and shows that 
various conditions-—growth of population, change in productive technology, 
alteration in the structure of demand, and others—may create conditions con- 
ducive to economic growth, Here Kiatt does not go far enough. Other “im- 
pulses” have been noted by other students of the growth process which, in 
some cases, have had profound significance. Among these the two which have 
received the greatest attention in recent literature are the stepping up of the 
national savings ratio (W. W. Rostow) and the importance of export markets 
(A. Youngson). Finally Klatt integrates the set of variables he has selected as 
partial “impulses” by bringing in the Schumpeterian theory of innovation and 
by stressing the role of entrepreneurship. This leads him to investigate also 
some psychological dimensions of the display of entrepreneurship, but here 
his performance is perfunctory and disappointing. 

The general impression gained from this book is that it has an eminent di- 
dactic value due to its synthetic quality. It would constitute a good text fora 
senior or beginning graduate course in economic development. Since much of 
the literature absorbed and utilized in this book is in English, and may be as- 
sumed to be unknown to many German students, it is certain to have a whole- 
some impact on the study of economic growth in Germany. For us it may 
serve as a model of how an immense body of widely scattered literature can 
be summarized with advantage, and how the best parts of this literature can 
be used as material for a comprehensive account of a subject whose empirical 
manifestations are of the greatest variety and diversity. 

Bert F, Hoseiirz 

University of Chicago 


Ekonomicheskoye rasvitiye Sredney Asii. (The Economic Development of 
Central Asia.) By Atim Muminovicu Aminov. Tashkent: Academy of 
Sciences of the Uzbek SSR, 1959. Pp. 298. 


The subtitle on the cover indicates that the book is devoted to the “colonial 
period” in the history of economic development of Central Asia. According to 
the author, this encompasses the period from the 1860’s to 1917. 

The attempt to present “coloniai exploitation” as a historically benevolent 
phenomenon when Russia was the exploiting power is not novel with Soviet 
economic historians, The author is a respected student of the economic his- 
tory of Central Asia. He is a native of Uzbekistan and is a product of the edu- 
cational advance of this area during the Soviet period. He states his position 
with regard to the “objectively-progressive significance of the incorporation of 
Central Asia into Russia” as follows: 


. .. The incorporation of Central Asia into Russia in spite of the colonial 
oppression objectively [italics mine] met the requirements of the vital 
interests of the Uzbek nation and has saved it from the likelihood of Eng- 
lish enslavement, in which some nations of Asia and Africa currently find 
themselves. 


The incorporation into Russia has created possibilities for the develop- 
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ment in Central Asia of more modern forms of economic and social rela- 
tions, It has resulted in serious changes in the economy, the social order, 
the development of capitalistic relations; [it has imposed] substantial 
limitations upon the patriarchal-feudal relations ; | has furthered the] spe- 
cialization of the region in the output of a marketable product—cotton— 
and the creation eo ipso in Central Asia of a cotton region, the involve- 
ment of the region in the world’s commercial-monetary circulation. 
(Pp. 70-71.) 


Apart from the declarative statements which proscribe the general frame- 
work of analysis, the book by Aminov is valuable because of its attempt to 
provide a factual account of the development of this particular region and its 
interrelation with the Russian economy, The author describes and analyzes 
the economy of the Central Asian states during the first half of the nineteenth 
century, the organization of agricultural production with special emphasis 
upon the conditions of land tenure, the system of taxation and the pattern of 
foreign trade, which reflected the growing dependence upon the Russian mar- 
ket. This description is useful as a background against which the policies and 
changes introduced by the Russians during the subsequent period stand out 
more vividly. 

A very detailed exposition of the economic policies applied by the local and 
central authorities after the Russian conquest follows. The author incisively 
points out the shifts and frequent inconsistencies in the policies prior to the 
decision to convert Central Asia into a raw-material supply base for the Rus- 
sian textile industry. The growth of the cotton economy of Russian Central 
Asia is reflected in the expansion of the area sown under cotton during a 
quarter-of-a-century as follows: 


Corton Sown Area tw Turkestan For Serectep Years (1N HA.) 
1888 1890 1913 1915 
Fergana Province ............... 37,876 55,872 295,867 367,654 
Syr-Daria Province ............. 28,231 25,674 83,823 80,900 
Samarkand Province ............ 8,718 18,953 35,292 60,714 
Transcaspian Province .. ‘ 983 46,845 62,780 


Total Turkestan ooo PORE 101,481 461,828 572,048 
Source: V. 1. Iuferev, Khlopkovodstve v Turkestane, Leningrad 1925, p. 136. 


However, a topic which interests this reviewer, and which was dealt with 
only in passing by the author, is the market response of Central Asian agricul- 
tural producers, especially to cotton prices and to the introduction of new cot- 
ton varieties. 

The process of adaptation of new varieties (American upland) and the sub- 
stitution of upland cotton for local varieties was very rapid indeed. Within 
the five year period 1883-1887 the area under upland cotton increased from 
36 ha. to 17,113 ha.; and by 1890 in the cotton areas of Turkestan (Russian 
administrative description of Central Asia except the Khanates of Bukhara 
and Khiva) 64,305 ha. of American upland was planted vs. 34,915 ha. of local 
varieties. By 1900 only about 5 per cent of the total cotton area was still 
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planted with local varieties. This process took place under the impact of the 
following conditions and policy measures: (1) the existence of a price differ- 
ential between upland and local cotton varieties; (2) the higher yield of up- 
land cotton in most areas; (3) a lower rate of taxation for land occupied by 
upland varieties of cotton; (4) the extension of the railroads to Central Asia, 
so that cotton could be more cheaply exported from and grain imported into 
Central Asia; (5) a general increase in tariffs on cotton. 

Another interesting phenomenon was the sensitivity of cotton acreage and 
output to grain prices. The flexibility of cotton producers of this area in shift- 
ing between cotton and grains was exhibited on at least two occasions. Cotton 
acreage decreased in 1902-3 when high grain prices coincided with low cotton 
yields in Central Asia and low cotton prices on the world market. Cotton acre- 
age also sharply declined during the years following 1916 when grain prices 
increased steadily and the cotton prices, controlled by the State, were kept 
stable. (Aminov, p. 216). 

A problem of some interest to students of agriculture in backward eco- 
nomies, which is neglected by the author, is the relative success or failure of 
plantations vs. small-holding farms. All attempts to develop cotton plantations 
failed in Central Asia during the prerevolutionary period. The explanations 
advanced by the author are too general and indicate that his research in this 
problem area was probably insufficient. 

Also the problem of credit facilities and their availability to the cotton pro- 
ducers is handled by the author in a pedestrian way. He describes them as 
combinations of the well-known money-lender type of operation with similar 
practices followed by the banks and credit institutions. It is true that the bulk 
of the bank credits were extended to large-scale operating middlemen and to 
procuring textile firms. However, the author has failed to mention that by 
1909 the government embarked on a policy of establishing new forms of credit 
for small-holders. Although one can point out that the 482 credit and savings 
and loan associations which extended credit to about 112,000 cotton producers 
in 1914 were able to meet only a small fraction of the demand for credit of the 
cotton producers, there is no excuse for not taking note of the interesting in- 
stitutional development and its role. 

One of the virtues of Aminov’s study is the availability of an extensive bib- 
liography, which is seldom encountered in Soviet publications. The bibliog- 
raphy includes references to archive-documents, periodicals, and monographs 
from the prerevolutionary as well as Soviet periods. 

Students of economic development in general, and of the Central Asian 
area in particular, will find valuable data and materials in Aminov’s study. 


Arcapius KAHAN 
University of Chicago 


The Hungarian Experience in Economic Planning. By Beta A. BALASSA. 
New Haven: Yale University Press, 1959. Pp. xii, 283. $6.00. 


Mr. Balassa’s book is an interesting and worth-while discussion of Hungar- 


*Increase of area under upland cotton 1883-1887, from Aminov, p. 149. For the 1890 
relationship, Department of Agriculture, Ministry of Crown Domains, The Industries of 
Russia, Vol. U1. Agriculture and Forestry, St. Petersburg 1893, p. 144. 
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ian business administration in 1949-56. Despite its title, however, it is not 
really a study of economic planning. 

The core-of the book is a discussion of management in industry and con- 
struction. In it two basic problems emerge. In the first place, the central gov- 
erment agencies found it extremely difficult to prepare directives to plant offi- 
cials. As a result, the plants operated, for practical purposes, on the basis of 
“quarterly plans,” which amounted to little more than ad hoc directives. In 
the second place, direc.!ves were formulated mainly in terms of quantities of 
output and allocations, with price policy obviously of negligible importance. 
Therefore, planning followed the procedure of “materials balancing” or, as 
Balassa puts it, partial equilibrium input-output. It appears to have been ex- 
cessively difficult to place numercial values on the coefficients of these sys- 
tems: general equilibrium problems intruded themselves, plant performance 
varied widely, and so on. One is led to wonder whether the economy may in 
fact have been nonlinear in important respects. In this discussion Balassa 
stresses the cost of obtaining information and of supervising centralized di- 
rectives. 

This part of the discussion will not surprise the student of the USSR. He 
will be at home among the institutions and directives (although Balassa does 
not point this out), and will recognize as well the violators of orders. In this 
sense, the book is of interest to all students of Eastern Europe. 

Again, Balassa is struck by the disparity between ministerial and plant 
functions, and is led to speculate on the theory of the firm. Here he is following 
in the footsteps of those Sovietologists who suspect that even monolithic econ- 
omies need a microeconomic theory. Balassa will not delight the contemporary 
formalist school, but he takes a useful step of a more impressionistic sort. 

He points out that Hungary underwent reconstruction (1945-47), a three- 
year plan (1947-49), accelerated industrialization (1950-53), a New Course 
(1953-54), renewed industrialization (1955-56) and revolution (1956). He 
states (p. 43) that “The rapid turns in economic policy . . . can be character- 
ized as being based largely on political deliberations, while economic consid- 
erations were greatly neglected. . . .” If so, one might wonder whether the ad- 
ministrative problems he describes might not simply reflect a grasshopper 
economic policy, and whether any further conclusions can be reached from 
the data. If, however, in some sense management policy did show continuity, 
it would have been interesting to consider what changes in economic policy 
would necessarily entail changes in the policy toward plant management. 

But these problems, however interesting, do not exhaust economic planning, 
even in an economy such as the Hungarian. The government, through its 
budget, controls virtually all construction, and the banking system influences 
inventories and the money supply of enterprises and consumers. Balassa vir- 
tually neglects the budget, regarding investment solely in terms of the man- 
agement of construction enterprises; he rules out the banking system (p. v) 
as having nothing to do with planning; and while he concedes briefly 
(pp. 118-19) that prices have a macroeconomic aspect, in fact he deals only 
with prices of individual commodities. His discussion of the consumer sector 
deals basically with the standard of living (here he is interesting, even if his 
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discussion is on quite a different level from that in the rest of the book), and 
one would not guess that what went on in the consumer sector had any impact 
on either enterprises or the government. 

Finally, I have found no mention of the fact that the USSR was co-owner 
of much of Hungarian industry over much of the period under study. If this 
fact was of no importance in Hungarian economic planning, those who speak 
of “Soviet colonialism” should be so informed. If it did matter, Balassa should 
have indicated how Soviet interests in the respective properties appeared 
throughout the managerial process. 

Epwarp AMES 

Old Lyme, Connecticut 


Inflation in an Underdeveloped Economy: A Study of Inflation in India. 
By SantikumaR Guost. Calcutta: World Press Private Ltd., 1959. 
Pp. xiii, 179, 39. Rs 11.—. 

The first quarter of the book evolves a theory of inflation applicable to 
underdeveloped economies. At the outset the author minimizes the usefulness 
of the inflationary-gap approach, turning rather to a monetary explanation of 
inflation. Underdeveloped economies continually operate at a bottleneck level 
comparable to full employment in an advanced economy. Although labor may 
be redundant, capital scarcity prevents expansion in response to increased 
demand. Under these circumstances monetary theory comes into its own in 
explaining price variations. 

He points out that the usual instruments of monetary policy may be of lim- 
ited use in an economy where banking is little developed, but control of the 
volume of currency gains in importance. To the extent that control of credit 
is effective in combatting inflation, he argues that it must include specific and 
direct controls. 

Returning to income analysis, he shows the limited usefulness of fiscal pol- 
icy in an underdeveloped economy. Governmental expenditures for develop- 
ment are essential whatever their cost, but taxation is limited by the poverty 
of the people, particularly if the government has humanitarian motives. Some 
inflationary pressure from deficit financing must therefore be expected. He 
argues that the private sector should bear the burden of having its investment 
and consumption reduced sufficiently, by direct controls, to prevent serious 
inflation. He almost certainly underestimates both the capacity and the need 
to increase taxes, even in poor countries, which would reduce inflationary 
pressures with less need for the whole array of direct controls he envisages. 

The major portion of the book is an informed and careful survey of infla- 
tion in India during the war, the immediate postwar years, and the more re- 
cent period of development planning. During the war wholesale prices rose by 
144 per cent, most of this rise coming between 1942 and 1944; this was an 
inflation caused primarily by large purchases for export or for use by Allied 
troops in India. In the early postwar years the import surplus helped to damp 
down inflationary pressures. During the first five-year plan, 1951-56, the im- 
port surplus, financed in considerable part by blocked sterling balances accu- 
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mulated during the war, offset government deficits so that prices dropped 
(with a generous assist from two very good harvests). The argument of this 
section is well balanced, thorough and careful; he marshals the facts well 
to support each point. It is a more detailed study of Indian inflation than any 
other this reviewer has seen. The book will be of great value to those who want 
a detailed study of Indian inflation, or to those who seek a survey of monetary 
and income theory as it applies to inflationary problems of an underdeveloped 
area. The organization of the theoretical section is lucid and concise, but the 
presentation of the Indian material is disorganized and repetitive. 

The appendix develops a statistical measure of inflationary pressure built 
on ex post data for private investment, government deficit and the export sur- 
plus. If the sum of these quantities rises relative to national product it is taken 
as an indication of inflationary pressures. Obviously this is true only if saving 
has not likewise increased relative to income, so the author assumes that 
planned saving is a constant proportion of income. While this assumption may 
have been valid for the period of wartime controls, it hardly seems war- 
ranted for the postwar period. In addition his measure suffers from an error of 
detail. It moves rapidly in the downward (wrong) direction during the worst 
part of the war inflation, and thus is positively misleading. The error is that 
the government deficit figure omits the large wartime supplies purchased by 
the government for Allied armies. These deficit-financed purchases were no 
less inflationary because they were handled outside the budget; he correctly 
discusses this problem in the text, but omits consideration of it in his statisti- 
cal appendix with the result that his measure moves perversely. He fails to de- 
fine exactly the components of this measure, and only by looking to the orig- 
inal sources of the data can one discover the exact definitions used. Aside from 
this laxness, the study is a very informative one. 


Wituis D. WEATHERFORD 
Swarthmore College 


East and West in India’s Development. By WiLrrep MALENBAUM. Washing- 
ton: National Planning Association, 1959. Pp. xi, 67. $1.75. 

This concise monograph, which was published in the series on “The Eco- 
nomics of Competitive Coexistence,” deals with a very important subject. It 
reviews critically India’s five-year plans, its prospects for economic growth, 
and discusses aid to India from East and West. In the section on “The Chal- 
lenge to the West” the important point is the one emphasized in the intro- 
ductory statement by the Special Project Committee on the Economics of 
Competitive Existence: “Thus while raising the West’s financial stake, thought 
might also be given to co-operation with the Indian leaders with a view to 
achieving not only numerical targets, but also to recapturing the broad intent 
of the Plan in a search for a development pattern consistent with Indian po- 
tential,” (i.e., less accent on heavy industry in the public sector, more em- 
phasis on agriculture, small industry and the private sector in general). 

The main subject of discussion is India’s second five-year plan (1956-61), 
its size, its investment pattern and the greatly increased role of the public 
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sector. The author does not agree with the plan’s emphasis on heavy industry 
and the expansion of the public sector in this field. He rightly points out that 
the plan underrated the importance of expansion in lighter industries and 
consumer goods production. Apparently, however, the author does not appre- 
ciate sufficiently the foreign exchange difficulties which have resulted from 
the investment pattern of the plan. India embarked upon development with 
unbalanced growth without the consequences, particularly for the balance of 
payments, having been properly examined. The foreign exchange requirements 
of the plan were greatly underestimated—the author speaks of the Planning 
Commission’s optimism in its calculations of costs. As early as the second year 
of the plan it became known that the balance-of-payments deficit would 
greatly exceed the plan’s estimate of $2.3 billion; it will turn out to be nearly 
$4 billion. 

Because of the heavy drain on foreign assets strict import restrictions were 
imposed late in 1957. The decline in foreign assets was the result not only of 
substantial imports of capital goods in the private sector—which the author 
overrates—but also increased imports for investment in the public sector. 
Moreover, there were large general imports, which had been allowed in the 
wave of optimism left over from the comfortable balance-of-payments position 
during the first plan; and there also were large defense imports. 

During 1958, the government had to make a decision to reduce the plan to 
the so-called “core” in order to reduce the drain on foreign assets (they de- 
clined by more than $1 billion during the plan period, 1956 to 1961). However, 
any inajor change in the plan was limited by the large commitments incurred 
abroad, mainly by the public sector. The “core” included most of the import- 
ant projects. Malenbaum is too pessimistic with regard to the effects of the 
reduction of the plan in the public sector, which in money terms will be about 
4 per cent, or much less than the reduction in the private sector. 

It is now estimated that 80 to 85 per cent of the physical targets of the plan 
will be attained and national income is expected to increase by about 20 per 
cent over the second plan period—which should be regarded as a good per- 
formance. 

The chapter on the contrasting roles of foreign assistance is very informa- 
tive in showing the coexistence of aid from West and East in India. Although 
the communist countries’ assistance, which is concentrated prevailingly on 
heavy industry and oil, is more conspicuous than the assistance from demo- 
cratic nations, which is spread over many fields of the Indian economy, this 
reviewer believes that the effect of this difference on Indian public opinion 
should not be exaggerated. Incidentally, Communist aid amounted to only 
about 18 per cent of total foreign aid, not including the U.S. substantial sup- 
plies of food grains under public law 480. 

Writing before the third plan was formulated, Malenbaum suggests that 
greater emphasis should be given to labor-intensive activity, that government 
investment be focused more on specific bottlenecks, and a larger role be given 
to the private sector. He points out that such a shift would conform better to 
the actual pattern of savings and investment flows, and would mean a closer 
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approximation to the traditional role of the Indian government in economic 
matters. This reviewer agrees in principle with these views. 

However, the outline of the third plan while aiming at self-sufficiency in 
foodgrains places strong emphasis on heavy and machine-building industry, 
in order that it may be possible to meet the requirements for further industri- 
alization within ten years or so, mainly from the country’s own resources. Of 
the total proposed investment of $21 billion, $13 billion has been assigned to 
the public sector. The plan assumes that the total foreign exchange require- 
ments of more than $6 billion will be provided from external aid. Sizeable 
credits have already been obtained from the Soviet bloc and large supplies of 
foodgrains are assured from the United States under public law 480. 

Should India be unable to obtain very substantial assistance, the size of the 
plan will have to be reduced. The Western powers are faced with a very im- 
portant decision, namely how much aid to provide for India in order to enable 
it to continue its development. 

Space does not permit a review of various other subjects considered in this 
study, which is packed with ideas and information and which should stimu- 
late further discussion of this vital problem. 


ANTONIN BASCH 
Washington, D.C. 


Impact Multipliers and the Dynamic Properties of the Klein-Goldberger Model. 
By Artuur S. Gotpsercer. Amsterdam: North-Holland Publishing Co., 


1959. Pp. 138. $4.00. 


This thorough and painstaking book fills a gap in the presentation of the 
noteworthy Klein-Goldberger econometric mo:'el of the United States.* It un- 
covers many of the economic characteristics of that model which had remained 
implicit in previous discussions. 

After briefly reviewing the original Klein-Goldberger econometric model, 
the author derives and evaluates the “impact multipliers” of the model. These 
are the coefficients which describe the total response of the endogenous vari- 
ables in the initial period to a unit change in one of the predetermined vari- 
ables. In succeeding chapters the author analyzes the dynamic responses of 
the endogenous variables of the Klein-Goldberger model over short and long 
periods. The period-by-period predictive ability of the model is also investi- 
gated for the years 1929-1941 and 1946-1952. 

This book can serve for practitioners of econometric forecasting as an ex- 
ample of the analysis necessary to illustrate the full implications of an econ- 
ometric system and to obtain from it all the interesting results. For example, 
it is no surprise to learn that “impact” multipliers are less than final or “equi- 
librium” multipliers. However, it is interesting and useful to learn that the 
impact multiplier of government expenditures on GNP, with the given tax 
rates, is 1.23 while the final multiplier is 2.34. Similarly the other numerical 


*L. R. Klein and A. S. Goldberger, An Econometric Model of the United States, 1929- 
1952, Amsterdam 1955. 
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estimates of multipliers add to our factual knowledge of these significant co- 
efficients. 

One of the interesting results of the author’s analysis is that the part of the 
model which deals with real variables is only loosely related to the price-ex- 
planatory part. It was also found, to paraphrase the result, that the model was 
larger and more complicated than it needed to be for the results obtained. 
These features of the model simplified its subsequent analysis considerably. 
They also contribute to the conclusion that much more investigation of the 
basic behavioral relations of econometric models is necessary. The author 
shows a full awareness of this conclusion. 

R. S. Eckaus 

Brandeis University and 

Center for International Studies, 

Massachusetts Institute of Technology 


Die sowjetische Wirtschaftspolitik am Scheidewege. By Erik BOETTCHER. 
Tiibingen: J. C. B. Mohr (Paul Siebeck), 1959. Pp. xvi, 307. DM 26.50. 
This book falls into two basic parts: the first deals with the consequences 
deemed to flow from stringencies in urban labor supply; the second discusses 
the role of ideology in the formulation of Soviet economic policy. The first 
four lengthy chapters examine the elaboration of the planning idea, changing 
labor organization, the bottleneck in agricultural production, and the ration- 
alization and “decentralization” of industry. The fifth and last chapter dis- 
cusses ideology and economic policy. 

The introductory chapter presents only in a cursory manner the underlying 
assumptions and the operation of planning. The problem of the interrelations 
between national, sector, and enterprise plan and between elaboration, im- 
plementation and controls of the plan as well as the detailed examination of 
the question of efficient allocation of resources (or of economic rationality) 
are taken up later, in Chapter 4, once the author has set forth his main thesis. 
This he does in Chapter 2, where he asserts that the USSR has been forced to 
pass, sooner that it might have liked to, from the extensive to the intensive 
phase of its industrialization. In the first phase accelerated economic develop- 
ment and high rates of growth could be secured via expansion of employment 
outlets and absorption of existing labor reserves. The underlying demographic 
data have however, been changed due to enormous war losses, resulting in un- 
favorable sex and age structure, falling numbers of females and youth of 
working age, and so on. In the condition of “forced” decreases in labor in- 
takes in industry, and of the current slowing down of the process of transfer 
of labor from less productive branches (agriculture) to more productive ones 
(industry), the previous high rates of economic growth could be matched only 
via sharp increases in productivity, requiring more efficient use of the avail- 
able means of production, modernization and overhauling of old equipment 
and installation of new machinery of a labor-saving type (automated plants 
and automated processes). 


This is by now a familiar thesis which has often been discussed and exam- 
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ined in the West. It should, however, be noted at this point that scheduled 
improved utilization of the equipment available in agriculture and increased 
capital inputs in this sector may eventually more than offset the trend of 
falling rates of growth of industrial labor. Academician Strumilin estimates 
that by 1965, 12 million surplus farm workers and by 1970, 20 to 30 million 
surplus workers will become available in agriculture. 

On the basis of an assumed labor stringency and the indicated entrance of 
the Soviet Union into the phase of its intensive industrialization, Boettcher 
forecasts an increase in real wages. Actually this forecast needs numerous 
qualifications. Let me note only that the current reforms of the wage system 
aim both at tightening cost control and increasing work intensity: the work 
norms are revised while the wage “fund” (i.e., personal plus social wages) is 
not increased but redistributed. It is on the other hand true that wide discrep- 
ancies occur in practice between planned wage fund and actual payroll. 

After examining probable changes in agriculture and industry and stressing 
the trend toward economic rationality in the intensive phase of industrializa- 
tion, the author conjectures that in this particular phase of industrialization 
in the planned economy, just as in the free enterprise economy, coercive con- 
trols are bound to disappear. This is, incidentally, contrary to the Hayekian 
contention that planning is “the road to serfdom” and that coercion and plan- 
ning are inseparable. Thus both Boettcher and Hayek establish direct though 
opposite connections between planned economic development and the liberty 
or freedom of the citizen. Boettcher assumes, somewhat like Isaac Deutscher 
but starting from other premises, that the whole structure of Soviet institu- 
tions must change as the economy penetrates the intensive zone of its indus- 
trialization. From stringencies in labor supply to increases in consumer sover- 
eignty, to economic rationality, and to dismantlement of coercive controls, 
Boettcher passes finally to a so-called dilemma which, he states, faces the 
Soviet system, namely: How far should this new liberty be expanded in fields 
other than the economic ones? Alas, it seems to me that Boettcher places much 
too much weight on the questionable basis of labor shortage and that he goes 
far afield in his conclusions concerning the liberty of the Soviet citizen. Inci- 
dentally, increasing capital costs and the need for larger investments may, in 
a period of “intensive” industrialization, place new limits on the liberty of the 
individual as a consumer. 

The last part of the work, even more speculative in nature, deals with the 
connection between Marxian ideology and industrialization, and with the op- 
eration of “laws” under socialism. On the question of industrialization, Boett- 
cher oversimplifies the facts. Thus he writes that in the 1920’s Trotsky saw 
the shortest way to socialism in the export of the revolution, Bukharin in the 
restoration of capitalism (!) (a controlled state capitalism), while Stalin saw 
it in industrialization. Boettcher lightly passes over the complex controversies 
on planning and seems to ignore that the Left opposition was designated at 
the time as “superindustrialist.” In respect to the Soviet discussions on the 
operation of the law of value under socialism the author notes correctly that 
the Soviet planners and policy-makérs have changed their beliefs in the 
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course of the planning era. The planners have abandoned their early confi- 
dence in their unlimited capacity to reshape their economy, and have dis- 
covered “objective laws,” i.e., the fact that not everything is possible. 


NICOLAS SPULBER 
Indiana University 


Ekonomicheskiye osnovy narodnokhozyaystvennogo planirovaniya v SSSR. 
(Economics of National Economic Planning in the USSR.) By A. D. 
Kurskry. Moscow: Gospolitizdat, 1959. Pp. 336. 


This book consists of five chapters: (1) The law of the systematic develop- 
ment of and the planning of the national economy; (2) Production and con- 
struction planning and materials provision; (3) Planned labor and improve- 
ments in national welfare; (4) Planning of production expenditures, of prices 
and financing; and (5) Planned balance in the national economy. 

Although the author attempts to present the principles, methods and tech- 
nicalities of planning the national economy, his coverage is very inadequate. 
Especially, questions relative to problems of price formation, financing and 
the budget are treated very superficially. 

Quite correct and to the point is the author’s remark that “one of the basic 
principles of Soviet planning is the emphasis on the most important segments 
of the plan. In the systematic undertaking of this plan a preference is given to 
the development of those branches of the. economy which will assure the fast- 
est expansion of socialist production. To this type of production belong, pri- 
marily, all branches of heavy industry. All essential materials, labor and 
financial resources are concentrated to assure the smooth development of the 
major segments ‘leading links’ of the national economy” (p. 55). This state- 
ment refers not only to branches of the economy dealing with military require- 
ments, but also to those concerned with scientific research. This, in part, ex- 
plains Soviet achievements in the field of rocket armament. 

Soviet writers are true to themselves when they discuss problems connected, 
in one way or another, with the Soviet military budget. Though 43 years have 
passed since the Communist revolution, all questions dealing with Soviet de- 
fense remain a state secret. Usually Soviet writers do not say anything at all 
about the military budget, or what they do say is in sharp contradiction with 
reality. The author’s statement that in 1959 the Soviet government spent 
14 per cent of the national budget for defense does not correspond to facts. 
The truth is that the Soviet unified budget also included the budgets of Union 
Republics with their local budgets. If local budgets are excluded, that is in 
relation only to the Union budget, defense expenditures are nearly twice as 
high. In this connection it is, however, important to note that all principal 
sections of the Soviet national budget—such as the national economy, socio- 
cultural projects, government and other expenditures—contain larger or 
smaller sums to be used for defense purposes. Naturally, this information is 
carefully concealed; but the history of the Soviet budget, and particularly of 
Soviet budgetary practices, presents ample material to determine approxi- 
mately how large these sums may be. For example, according to careful esti- 
mates, the funds allocated in 1960 for the establishment of defense reserves— 
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material and food—represent nearly 6 per cent of the gross national product. 

Some of the data and assertions of the author are pure propaganda as, for 
example, his statement that the Soviet Union is using about three-quarters of 
its gross national product for public consumption (p. 50), or that in 1958 the 
USSR surpassed the United States in milk and butter production and has thus 
attained the leading position in the world (p. 145). 

Readers of this book will find little that is new, either in terms of data and 
its interpretation or in terms of approaches and treatment of the problems. 
What is presented is already well known. There is, however, a certain novelty 
in some of the franker admissions with which “the socialist economic system” 
is analyzed—something which earlier would have been impossible. 

The author points out that the construction of the Orsk-Khalilovsk metal- 
lurgical combine cost 3.1 billion rubles, including incurred losses caused by a 
protracted building period which amounted to 1.8 billion rubles (p. 188). He 
also admits that at the present time (1959) the productivity of labor in in- 
dustry in the USSR is approximately 2 to 2.5 times lower than in the United 
States, and 3 times lower in agriculture. Actually, the discrepancy in labor 
productivity is even greater, making it possible for the Soviet Union to con- 
stantly claim more significant advances in productivity. 

In order to characterize the changes which have taken place in the USSR it 
may be pointed out that Stalin’s name is mentioned in this|book only once— 
whereas Khrushchev’s is mentioned thirteen times. 

T. SosNovy 

The Library of Congress 


Metropolitan Chicago, An Economic Analysis. By Ezra SOLOMON and ZARKO 
G. Birra. Studies in Business, Graduate School of Business, University 
of Chicago. Glencoe, Ill.: The Free Press, 1959. Pp. xix, 208. $7.50. 

This study starts with the proposition that four basic sets of accounts are 
required for a comprehensive economic analysis of an area: employment, out- 
put, income, and saving. Solomon and Bilbija have put together a substantial 
collection of data, facing the usual difficulties of breaking out regional data, 
and of constructing sets of regional accounts which tie into national accounts. 
Without attempting to construct complete sets of accounts, they have pre- 
sented a generally useful aggregative picture. The text is devoted largely to a 
descriptive analysis of the Chicago regional economy based upon the above 
four categories of data. Following are some of the main conclusions: 

1. The ratio of the Chicago regional labor force to population is higher than 
for the country as a whole and for many other urban sections. The high ratio 
is ascribed to a high proportion of working-age population, and to a high par- 
ticipation of working-age population in the labor force. The reasons for and 
implications of the high participation rate are not made clear (does it, for 
instance, indicate a low level of college attendance? ). 

2. The Chicago regional economy is heavily industrial, with a relatively 
high proportion of employment in durable goods industries, chiefly metals 
manufacturing, which contribute 25 per cent of the wage-salary receipts in the 
region, and nearly 55 per cent of the region’s “export receipts.” Printing and 
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publishing, wholesale trade and retail trade are the three other largest con- 
tributors to “export income.” 

3. Productivity per man-hour (in value added) is about 11 per cent above 
the national average over-all, and 15 per cent above in manufacturing. This is 
ascribed to several factors, including the relatively advantageous industry-mix 
aud the predominance of industries employing large amounts of capital. 

4. Chicago per capita incomes are among the highest in the nation, owing to 
high labor-force participation, high level of productivity, and relatively high 
wage rates. Transfer payments are below the national average; this is ascribed 
to the lower proportion of old people in the Chicago population. Property in- 
come per capita approximates the national average and has increased substan- 
tially in recent years, but it is still substantially below such older eastern 
areas as New York, District of Columbia, Massaschusetts, and Connecticut. 
Labor income per capita is found to be significantly above other leading areas 
including the New York metropolitian area, Connecticut, New Jersey, and 
the Philadelphia metropolitian area. 

5. Although the data are not conclusive, they show that consumption as a 
proportion of income is smaller, and savings larger, than for the country as a 
whole. “In 1955, Chicago had 3.69 per cent of population, 5.00 per cent of 
disposable income, and generated 7.16 per cent of total personal saving in the 
nation.” The high savings ratio is attributed in part to the fact that a “much 
smaller proportion of disposable income in Chicago is used in the acquistion of 
new and used automobiles as compared to the nation as a whole.” Personal 
taxes per capita paid to the federal government are higher than for the nation, 
but state and local personal taxes are somewhat lower, owing to the smaller 
use of personal taxes by Illinois and Indiana state and local governments. 

Part of the high-level savings has in recent years found an outlet in a higher- 
than-national-average rate of residential construction. But prior to 1952, the 
rate of residential construction, relative to population growth, was lower than 
the national average. Why the shift? The authors find a possible explanation 
in the behavior of rents; after 1952, rents in Chicago rose much more rapidly 
than in the rest of the United States (no explanation offered). 

6. Indications are that Chicago in the future will depend increasingly on 
highly specialized production in the metal-working field and in printing and 
publishing; a relative decline is projected in most other forms of manufac- 
turing activity. 

7. The Chicago economy is more recession-sensitive than the country at 
large, owing to the predominance of durable goods manufacturing and to the 
fact that secular growth has been somewhat slower than the national average. 
An interesting sidelight, for which no explanation is advanced, is that in the 
past two recessions (1954 and 1958) Chicago unemployment reached a peak 
somewhat later than in the nation. 

The study is concerned with the aggregate magnitudes of the whole region 
and the analysis is heavily on the descriptive side. There is no attempt to 
break down regional aggregates to show the development of different parts of 
the region; yet to come are studies with the wealth of insights into the intra- 
regional structure afforded by the recent studies of the New York metropolitan 
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region directed by Ray Vernon under the sponsorship of the New York Re- 
gional Plan Association. 

There is room for argument over methodology at several points. One of this 
reviewer's principal doubts concerns the use of the old “location quotient”’ 
to distinguish between “city-forming” (export) industries and “city-serving” 
industries, An export balance for an industry X is said to exist if the ratio of 
Chicago employment in X to Chicago population exceeds the ratio of national 
employment in X to national population. My opinion is that this dull tool can 
obscure so many important relationships between the regional economy and 
the rest of the world, and can lead to so many erroneous impressions, that it 
is better not used at all. To take a simple case in point, it is conceivable that 
the analysis might show no export balance, or even an import balance, for a 
regional industry whose entire output was exported. I hasten to add, however, 
that the authors are aware of the imperfections of the tool and make some re- 
finements in it designed to remove some of its more obvious crudities. 

On the whole, the authors have done well and skillfully what they have set 
out to do, and their work is a significant contribution to the rapidly growing 
literature on metropolitan economic analysis. 


Lyte C, Fircu 
City of New York 


Statistical Met'iods; Econometrics; Social Accounting 


Soviet Statistics of Physical Output of Industrial Commodities, Their Compi- 
lation and Quality. By Grecory GrossMAN. A Study by the National 
Bureau of Economic Research. Princeton: Princeton University Press, 
1960. Pp. xiii, 151. $4.50. 


This is the first of a projected series of monographs on economic growth in 
Soviet industry, agriculture, and transportation as reflected in the statistical 
record. Logically enough, the first study appraises the statistics themselves. It 
is limited to individual series of industrial output, excluding the question of 
aggregation and general indices. 

The first part covers the history of the USSR Central Statistical Adminis- 
tration; industrial statistics in the light of Soviet ideology, purposes, and 
planning; problems of methodological uniformity, definition, and classifica- 
tion; continuous series and small-scale industrial censuses. Two useful charts 
illustrate the pre- and post-1957 paths by which industrial output data flow 
from their source in the undertaking to the user agencies and to publication. 

The second part appraises the quality of data. It covers Soviet concern with 
errors and reliability; mechanization (its lack) in data processing; reporting, 
sources of distortion, and checks to distortion at the enterprise level; distor- 
tion at intermediate levels in the economic administrative hierarchy and the 
statistical system; distortion and ambiguity in published data. 

Grossman arrives at the following conclusions: The published statistics of 
industrial output make some sense and meet certain rough tests of consistency; 
distortion of information exists at the level of the enterprise but has definite 
limits; upward distortion is probably more common than downward distor- 
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tion; distortion is probably much the same from year to year so that time 
comparisons are not necessarily perilous; unreliable data can often be ad- 
justed to yield more or less satisfactory figures; there is probably no numeri- 
cal falsification of published data, but suppression, selective release, and am- 
biguity combine to give a distorted picture of reality. 

The author is rather optimistic about making use of Soviet industrial statis- 
tics in research, and notes that distortions which receive wide publicity in the 
USSR and are a definite hazard for the Soviet administrator or planner may 
be within acceptable limits of tolerance for the outside student. 

The exhaustive bibliography highlights the inadequacy of basic source ma- 
terial. It is depressing to note how much information must be culled from Mu- 
nich émigrés, Pravda feuilletons, and even the humor magazine Krokodil. 
Grossman, carefully piecing this jigsaw-puzzle together, has wisely refrained 
from generalizations which the fragmentary evidence cannot support. As a re- 
sult, there is no clear conclusion as to the net amount and direction of bias. 
One might be tempted to twit the author for the apparent contradiction be- 
tween reporting above-standard production as brak (spoilage, rejects) in order 
to write-down output (p. 82) and counting drak as valid finished output in 
order to write-up production (p. 94); this would be unfair since both things 
do happen. 

As a guide to the American user of Soviet statistics, the volume serves to 
put the student on guard without being overly discouraging. There is so much 
concern with methodology, however, that the paucity of actual statistics is 
underemphasized. The absence of data can be quite as frustrating as the dis- 
tortions in published material. 

The author has felt that comparisions of Soviet and Western methodology 
were beyond the scope of his study. Sooner or later such comparisons should 
be made, not to show that one or the other is superior but to show how many 
problems they have in common, The problem of making an output index for a 
product which comes in a variety of styles, sizes, and qualities, for example, 
is by no means exclusively Russian. The author’s recognition that this is not a 
question of communism vs. capitalism but of command economy vs. market 
economy is very much to the point, as are his brief digressions on command- 
economy situations in Nazi Germany and in British aircraft production statis- 
tics during the second world war. 

A somewhat broader survey might have been more appropriate in view of 
the projected scope of the monographs which it precedes. All the same, Gross- 
man has written a useful and perceptive book. 


A. Peter RUDERMAN 
Washington, D. C. 


Econometrics: An Introduction to Maximum Likelihood Methods. By STEFAN 
VALAVANIS. Edited, from manuscript, by Alfred H. Conrad. New York: 
McGraw-Hill Book Co., 1959. Pp. xvii, 223. $7.00. 

In the past two decades or so we have seen a tremendous development in 
statistical methods in economics, and it is now extremely difficult for those. 

who are not trained in mathematical statistics to see the real meaning and im- 
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plications of the recently introduced, highly refined statistical techniques in 
handling economic models. This is particularly true of the methods for esti- 
mating simultaneous linear economic relationships, mainly developed by T. W. 
Anderson, T. Haavelmo, L. Hurwicz, T. C. Koopmans, J. Marschak, H. Rubin 
and others who had been more or less associated with the Cowles Commission 
at the University of Chicago. The book under review was written by a bril- 
liant young econometrician with the intention of introducing modern econo- 
metric methods, with an emphasis on simultaneous estimation, to an “intel- 
ligent layman” who has no sizable knowledge of mathematics or is not accus- 
tomed to thinking in logical terms. The author writes in the Preface that: 


It [the book] has one unifying idea: to reduce to common-sense terms 
the mathematical statistics on which the theory of econometrics rests. 
. .. Besides restoring the self-assurance of the ordinary intelligent reader 
and helping him discriminate between really important developments in 
econometric method and mere mathematical quibbles, I have tried to be 
useful to the teachers of econometrics and peripheral subjects by supply- 
ing them with material in “pedagogic” form. And lastly, I should like to 
amuse and surprise the serious or expert econometrician, the connoisseur, 


by serving him familiar hash in nice new palatable ways but without loss 
of nutrient substance. 


Chapter 1 briefly touches on the fundamental propositions of econometrics 
and the construction of an econometric model. Chapter 2 goes on to the prob- 
lem of estimating parameters in the model, and the maximum likelihood meth- 
od is introduced; some statistical criteria are heuristically discussed. Chapter 
3, on bias in models of decay, introduces the concept of conjugate samples to 
discuss the biasedness of the maximum likelihood estimate in an autoregres- 
sive single-equation model. The reviewer unfortunately fails to understand 
the author’s claim that the concept of conjugate samples would serve as an 
example of reducing intricate theorems to common-sense terms. 

In six chapters, 4 to 9, the author discusses the estimation of simultaneous 
linear structures—a central theme of modern econometric methods; the ex- 
position, in particular with reference to the concept of identification, is ex- 
tremely lucid. The treatment of limited-information maximum likelihood esti- 
mation in Chapter 8, however, is rather ambiguous. The limited-information 
method is explained in terms of a water-pipe problem. It seems to the re- 
viewer that the author’s illustration is equally applicable to many similar 
problems; it does not necessarily illustrate the reason why the limited-infor- 
mation estimate has to take the form derived by T. W. Anderson and 
H. Rubin. 

The last three chapters are devoted to various topics in econometrics, such 
as linear confluence, partial correlation, bunch-map analysis, factor analysis, 
correlograms, seasonal variations, trends, and diffusion indices. The sub- 
jects are selected ad hoc and the exposition is superficial. Appendices cover 
technical aspects of some of the subjects discussed in the main text. 

Perhaps because of the author’s death before the book went through the 
press, there are some minor technical mistakes and ambiguities (e.g., in the 
treatment of underlying assumptions or of identification), but the book as a 
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whole is well organized and the references for further reading at the end of 
each chapter are carefully selected; it is not only a pleasure to read, but the 
reader may be able to get a fairly well-balanced glimpse of what modern econ- 
ometric methods are about. The author has realized surprisingly well his in- 
tentions as stated in the Preface, except for the last one. To those who are 
seriously interested in the subject, however, the book is hardly recommended. 
The common-sense interpretation, as presented in this book, is unreliable and 
superficial; it easily leads to many fallacies, After all, the mathematics re- 
quired to understand the now classical Hood and Koopmans’ Studies in 
Econometric Methods (New York, 1953), reviewed by M. Hastay in the 
American Economic Review, March 1954, are not terribly difficult to master; 
and the reviewer believes that the principle of round-about production may 
well be applicable in this case. 
Hrrorumi UzAwa 
University of California, Berkeley 


Preface to Econometrics. By Micnar. J. BRENNAN, Jr. Cincinnati: South- 
Western Publishing Co., 1960. Pp. x, 419. $6.50. 

Econometrics, which has gradually emerged from its esoteric status to be- 
come a widely used method of economic research, has unfortunately not yet 
succeeded in gaining acceptance as a standard subject in the undergraduate 
curriculum. This fact means not only a significant gap in economic education, 
but also frequent frustration on the part of students, who are now encoun- 
tering more and more econometric terminology in books and periodicals. A 
fundamental condition for the widespread offering of econometrics at the un- 
dergraduate level is of course the cultivation of a sufficient number of qualified 
teachers, but the publication of suitable textbooks in this field is a prerequi- 
site no less important. For this reason alone, the book under review should be 
a welcome contribution. 

Aimed at readers without advanced mathematical background, this text 
presupposes only a knowledge of elementary algebra, elementary statistics 
and basic economic theory. The main body of the book is, besides, preceded 
by a well-written introduction in which the author (a) clarifies the differences 
between econometrics on the one hand, and mathematical economics and sta- 
tistical economics on the other; and (b) outlines the general procedure of 
scientific investigation and model construction. This prepares the readers for 
the chief contents of the book which are divided into five parts. 

Part I is concerned with variables, functions, systems of equations and de- 
terminants, and Part II presents the basic elements of calculus. Together, the 
first two parts occupy half the length of the book. After a short general dis- 
cussion of econometric models in Part ITI, methods of statistical inference are 
then explained in Part IV, where the author devotes about a hundred pages to 
probability theory, sample theory, regression and correlation analysis. The 
problem of autocorrelation and the mean-square-successive-difference method 
of testing its existence are also treated in this part in connection with time 
series. Finally, in Part V, some recent developments and specific aspects of 
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econometrics are discussed, including the problem of identification, and deci- 
sion under uncertainty. There is a four-page bibliography at the end. 

From a pedagogical viewpoint, this book has considerable merit. Through- 
out the volume, the discussion of each set of mathematical techniques is fol- 
lowed immediately by illustrations of practical applications. This enables the 
students to sustain their interest by constantly observing the relevance of 
mathematical methods to economics. Exercises—of which this reviewer wishes 
there were more—-are given in most chapters, and answers to odd-numbered 
problems are supplied by the author. The students can thus check the correct- 
ness of their own solutions without having to consult the instructor. As to ex- 
position, except for certain places where the author shows a tendency to 
achieve brevity at the expense of clarity, the writing is very lucid. 

The distribution of space among the various topics, however, leaves some- 
thing to be desired. Recognizing that the formulation of theoretical models is 
an essential step in econometrics, this reviewer nonetheless feels that the 
weight (50 per cent) assigned to mathematical economics as against statistical 
inference is too heavy. This belief is strengthened by the fact that some very 
elementary materials in the first half of the book are given unnecessarily de- 
tailed explanations (e.g., functions, graphs and simultaneous equations), 
whereas some more difficult materials in the second half are dealt with either 
too briefly to be intelligible (e.g., the rank criterion of identification) or too 
superficially to be of real use to the students (¢.g., multicollinearity). Many 
aspects of statistical theory, it would seem, could well stand some amplifica-. 
tion; if accompanied by an appropriate reduction of the first two parts, this 
would substantially enhance the usefulness of the book without unduly 
adding to its size. 

Another flaw lies in the author’s failure to mention the names of certain 
mathematical techniques discussed in the text, such as Cramer’s Rule (p. 98), 
Lagrange multiplier ( p. 183), and the rank criterion of identification (p. 380). 
It is difficult to understand why the author would want to deny the readers 
the knowledge of convenient, nay, standard ways of referring to these methods. 

In general, however, Brennan’s book will serve its intended purposes well. 
Indeed, the relative scarcity of suitable textbooks in this field adaptable to 
undergraduate instruction should make it a most promising candidate for 
adoption in courses in mathematical economics (using the first half of the 
book) as well as econometrics (using the entire book, with emphasis on the 
second half). 


C, CHIANG 
Denison University 


Economic Systems; Planning and Reform; Cooperation 


Ekonomicheskaya effektivnost kapital’nykh vlozhenii i novoi tekhniki. (The 
Economic Effectiveness of Capital Investment and New Technology.) 
Edited by T. S. Knacraturov. Moscow: Izdatel’stvo Sotsial’no-Ekono- 
micheskoi Literatury, 1959. Pp. 615. Rbl. 16.20. 


This book represents one more episode in the struggle between the mon- 
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goose of logic and the cobra of ideology that has raged among Soviet eco- 
nomic theorists for the past three decades, Specifically, it is another episode 
in the debate concerning criteria for rational investment choice, The essence 
of this debate, as Grossman has characterized it, is the “conflict . . . between 
the Marxian conception of value and the logic of the allocation of scarce re- 
sources to achieve posited goals; more precisely between the absence of a 
value attached to capital as swck, and the necessity for Soviet planners to hus- 
band their very scarce capital resources,’"* 

The conflict began when the interest rate was purged as being un-Marxist 
in the early ‘thirties, But no capital charge at all is equivalent to an effective 
interest rate of zero, It requires no especial genius to perceive that a zero in- 
terest rate leads to absurdly capital-intensive investment decisions in the con- 
text of a capital-poor country. To avoid this, project-making engineers em- 
ployed various surrogates for the interest rate on an ad hoc basis throughout 
the ‘thirties and ‘forties, After the war, the use of such quasi-interest rates 
(the most common was euphemistically dubbed the “coefficient of relative ef- 
fectiveness,” here abbreviated as CRE) and the economists who sought to 
justify those rates, fell under savage attack from those guardians of doctrinal 
purity, the political economists, Charges of everything from logical inconsist- 
ency to political deviation were hurled at the defenders of the CRE, “Since 
the end of 1949,” wrote Grossman in 1953, “the controversy has remained 
smoldering, flaring up occasionally in isolated sectors, producing recantations 
and reaffirmations, rejoiners and retreats, . . . the air is still full of uncertainty, 
with no discernible signs of resolution either by intellectual agreement or by 
authoritative dispensation.’ 

Certain engineers surreptitiously continued to use the discredited CRE or 
its reciprocal, the period of recoupment (POR), but they were handicapped 
by the absence of any officially prescribed minimum rate or maximum pay-off 
period, The result was that the POR used in practice varied from 3 to 25 years. 
Other project makers made a practice of choosing the alternative that mini- 
mized current operating costs. There was, however, a general cognizance 
that scarce capital was frequently being misallocated. After Stalin’s death in 
1953, several unsucessful attempts were made to resolve the issue, but, by 
1958, the situation had not significantly improved. 

In an attempt to improve the unsatisfactory state of affairs, there was con- 
vened in Moscow in June 1958, the All-Union Scientific-Technical Conference 
on Problems of Determining the Economic Effectiveness of Capital Invest- 
ment in New Technology in the Economy of the USSR.* The book here re- 
viewed contains 40 papers presented at this conference, 37 shorter contribu- 
tions to the discussion, and a list of the conference’s recommendations. 

The chief immediately positive results of the conference were its recom- 


* Gregory Grossman, “Scarce Capital and Soviet Doctrine,” Quart. Jour, Econ., Aug. 1953, 
67, 311-12. 


Ibid, p. 337. 
* The papers were summarized in Voprosy Ehonomiki, 1958, No. 9, pp. 119-62. 
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mendations; these laid the basis for the recently published “Standard Method 
of Determining the Economic Effectiveness of Capital Investment and New 
Technology in the National Economy of the USSR.’"* Substantially, the rec- 
ommendations embrace the position of T. S. Khachaturov, a veteran of the 
controversy who headed the organizational committee of conference and ed- 
ited this book, 

The recommendations finally accorded the rights of Soviet citizenship to 
the coefficient of effectiveness. Since the CRE has been in standard, albeit sub 
rosa, use for a quarter century, this final blessing can hardly be termed an 
undiluted creative triumph for Soviet political economy, Of greater practical 
significance was the specification of how the normative coefficient of effective. 
ness (NCE) should be determined, According to the recommendations, the 
coefficient of effectiveness is to be calculated on three levels: (1) The coef- 
ficient of absolute effectiveness (CAE) is the ratio of the annual physical 
growth of national income to the capital that brought about that growth, This 
definition is ambiguous in that it is not clear whether the CAE is equal to the 
ratio of all the increase in output in a given year to the increase (lagged) in 
capital stock (the marginal output-capital ratio), or to the partial derivative 
of output with respect to capital (marginal productivity of capital). Addi- 
tional ambiguity is introduced by the confusion over the proper weights to be 
used in aggregating the diverse physical components of “national income.” 
(2) The NCE for each branch of the economy is to be established in such a 
way as to equilibrate the exogenously determined volume of investible funds 
available to each branch with the demand for those funds within the branch. 
(3) The CRE comeasures the initial capital outlays and the average annual 
operating outlays for different technological variants of producing a given 
stream of output. As formulated, the CRE is applicable not to decisions about 
what to produce, but only to decisions about how to produce a posited stream 
of output. 

Another step forward was the rehabilitation of compound interest, long 
anathema, as a means of rendering commensurable capital outlays that may 
occur at different points of time. Its use is limited to this application since op- 
erating costs are taken as an annual average, and output is identical for all 
technologies. 

Essentially, the formal conclusions of the conference, as embodied in the 
recommendations, have restored matters to what they were before the on- 
slaught of the doctrinal purists. Aside from legitimizing the CRE, the most 
positive contribution of the conference was to establish rules for computing 
the NCE for each branch, and to clarify the manner of calculating the CRE. 
Much, of course, remains to be done. The extent to which the coefficient of 
effectiveness should enter into decisions as to the composition of the final bill 
of goods remains unspecified. The degree to which indirect capital require- 
ments of alternative technologies should be taken into account is vague. The 
concepts of the productivity of investment, and the opportunity cost of its use 


*Tipovaya metodika opredeleniya chonomicheskoy effektivnosti kapital’nykh vloshenyi 
i novoi tekhniki v narodnom khosyaistve SSSR. Moscow: Gosplanizdat, 1960. Pp. 21. 
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are confused, Logical inconsistencies pervade the method of calculating the 
CRE; e., the practice of including the undepreciated part of an existing 
machine's initial cost in the capital outlay of the new machine whose installa- 
tion as a replacement is being considered, Considerations of obsolesence and 
replacement are hopelessly confused, and the factors of uncertainty and time 
horizons are entirely ignored. The most serious shortcoming of all is that the 
irrational system of Soviet price formation remains unchallenged in the con- 
ference’s recommendations, Recognition of this irrationality is implicit in the 
admonition that all conclusions reached on the basis of CRE calculations 
must be qualified by qualitative considerations of “deficitness” of certain in- 
puts, 

It is impossible here to do justice to the various papers presented at the 
conference. Most significant was the atmosphere of the debate; charges of 
political deviation and ideological treachery were entirely absent, The ex- 
treme critics of the CRE, such as P. S, Matislavskii, were not there; the mod- 
erates, typical of whom is Khachaturov, carried the day. And the radicals 
were well represented by Vaag, Atlas, Malyshev, Lur’e, Novozhilov, and Kan- 
torovich, It may be significant that Academician V. S. Nemchinov, certainly 
one of the most powerful and influential Soviet economists, lent his support to 
Novozhilov’s ingenious scheme to rationalize the whole Soviet price structure. 

It is a pleasure to report that the mongoose appears finally to be getting the 
better of the cobra. 

Ricuarp W, Jupy 

Russian Research Center 

Harvard University 


Value and Plan: Reonomic Calculation and Organisation in Eastern Europe. 
Edited by Grecory Grossman, Berkeley and Los Angeles: University 
of California Press, 1960, Pp. viii, 370. $7.00, 

The years since the death of Stalin have found the Western world paying 
increased attention to what is going on in the Soviet Union and Eastern Eu- 
rope, particularly in the field of economics. The volume here reviewed, a 
study of the nature of the Soviet-type economic system, is a case in point. 

More than anything else, this volume is a response to the fact that Soviet 
(as well as Polish and Yugoslav) economists in the post-Stalin period have 
been writing in greater volume and with more candor about their system than 
at any time since the early 1930's. These primary source materials of a theo- 
retical nature warrant analysis and evaluation in their own right; but they 
also supplement the descriptive and statistical information on which we con- 
tinue to rely heavily for interpreting Soviet economic performance and the 
nature of the system. All of these approaches to an understanding of basic So- 
viet economics appear in this excellent collection of 14 essays which were 
originally presented at a 1958 conference of 50 economists and one sociologist 
held in Berkeley. . 

With the exception of the essay by the sociologist Reinhard Bendix on the 
cultural and political setting of economic rationality, the volume is an exam- 
ination of economic systems and problems from a strictly economist point of 
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view, For the most part, this view is the relatively static one of price, produc- 
tion and distribution theories, with the result that the question receiving most 
attention is whether economic decision-making in the Soviet Union and East 
ern Europe satisfies “optimal” conditions and is therefore “rational.”’ This 
focus is laudable (however limited) because the theoretical issues are com 
plex the more so in a comparative study, They therefore fully merit the 
careful and discursive treatment they receive. One effect of this orientation is 
that the volume is a good deal more cohesive than otherwise might be expected 
from 14 essays of individual authors-a tribute also to the skill of Gregory 
Grossman, who conducted the conference and saw the essays into print. 

ly the same token, however, the volume is forced to deal only secendarily 
with the dynamic problems of industrialization and economic development. 
Hut even here, the clarification of basic theoretical issues (in static terms), 
together with the exploration of problems of economic structure and organi- 
zation, throws considerable light on the process of economic change under So- 
viet conditions. 

Is there an underlying rationality to economic decision-making in the So- 
viet Union and Eastern Europe? Most of the authors think so, but differ as to 
the meaning of the expression and the assumptions that ought to be made. 
Concerning the nature and expression of “final preferences,” for example 
Alfred Zauberman sees a continuing dominance of the planners over the con 
sumers; P. J. D. Wiles doubts that the planners know what they want; J. S. 
Berliner suggests that they need to have only a rough idea of what they want; 
and Leonid Hurwiez and others simply build a “planners’ utility function”’ 
into their discussions. 

Concerning the problem of resource allocation—all participants see a 
growing awareness on the part of Soviet (and, to a greater extent, Polish and 
Yugoslav) economists of the need for criteria which accurately reflect real 
scarcity relationships. The basic ideological dilemma is discussed by Zauber- 
man, centering on the role of the “law of value” under socialism; J. M. Mon- 
tias traces in fascinating detail the development of ideas on the pricing of ma- 
terial inputs and investment goods in Poland; D. Granick, J. P. Hardt and 
Holland Hunter respectively discuss related problems for the Soviet Union in 
industrial technology, electric power and transportation, and location; and 
R. W. Campbell evaluates Soviet accounting methods. If there is a consensus 
in the matter, it is that broad factor interrelationships have somehow made 
their influence felt, despite the crudity of decision-making instruments, and 
that there consequently might be a danger in overestimating the practical ef- 
fects of the theoretical modifications currently being proposed. (Considering 
the interest in problems of resource allocation in this volume, it is unfortunate 
that no real attention is given to the related questions of wage determination 
and labor recruitment.) 

The recognition that rationality of economic decision-making involves the 
totality of interrelationships between final preferences and resources, leads 
much of the discussion to the question of economic structure, centering on the 
implications of the 1957 reorganization of the Soviet administrative and plan- 
ning framework. Michael Kaser describes the essential features of the reor- 
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ganization, and R. Bid¢ani¢é presents comparable information on the structure 
of the Yugoslav economy. 

The theoretical and practical problems of economic organization are formu- 
lated in a variety of ways—in terms of centralization vs. decentralization, 
“command” vs, “market” control, the production principle vs. the territorial 
principle, the function of prices, and the role of the enterprise. Wiles, Hur- 
wicz and Benjamin Ward discuss various models; Donald Hodgman examines 
the particular problem of monetary controls under central planning; and 
everyone else makes a contribution from his own particular vantage point. 

The general conclusion is that if economic decision-making is to become 
more “rational” in the Soviet Union, it will be through refinements and modi- 
fications within the essentially centralized structure, rather than through the 
use of prices or other indirect guides to microeconomic behavior, such as in 
Yugoslavia. The vital question of whether the Soviets actually will be able to 
bring about these refinements and modifications, so as to increase the effec- 
tiveness of economic planning and administration, remains essentially unan- 
swered, although the contributors to this volume see tangible progress in this 
direction. 


WarrEN W. Eason 
Princeton University 


Business Fluctuations 


The Wage-Price Problem. By Joun M. Crarx. |New York]: The American 
Bankers Association, 1960. Pp. vi, 68. 

This short monograph by the dean of American economists was commis- 
sioned by the Committee for Economic Growth without Inflation of the Amer- 
ican Bankers Association to provide an “objective, balanced synthesis” of re- 
cent thinking on the wage-price spiral. The monograph covers familiar terri- 
tory and says very little that has not already been said many times. What dis- 
tinguishes it from many of the others on the same subject is that it is calm, 
reasonable and, of course, beautifully written. 

Professor Clark joins the long list of economists who believe that there is 
such a thing as a “pushed-up” inflation, that labor and management are 
jointly responsible for it, that it has been in evidence in recent years in the 
United States, and that steps should be taken to control it. Although it is 
much more moderate than the classical demand-pull inflation, the new in- 
flation is cause for concern because it may be a problem for an indefi- 
nitely long period. However, he does not say that the new inflation will nec- 
essarily be converted into a gallop or that it will significantly impair growth. 
He objects to it largely on the ground that it will have undesirable distribu- 
tional effects and may impair the nation’s competitive position in international 
markets. A spontaneously stable price level would be more favorable to growth 
than creeping inflation, but he prefers a mild inflation to the consequences of 
the restrictions that would be necessary to stamp it out. 

Since the pace of the new inflation in this country has been slow, Clark 
sees no reason for trying to eliminate it overnight, but he believes it would be 
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desirable to take more effective action than has been taken thus far. Restric- 
tive monetary and fiscal policies should not be used because they create ex- 
cessive unemployment. Wartime price and wage controls might be fatal to the 
essential character of the free enterprise system; in any case, they would 
probably not be able to cope with a slow upward price creep. Fragmentation 
of oligopolistic industries is probably impractical; moreover, there is consid- 
erable doubt that it would accomplish very much. Breaking up labor unions 
would be “unthinkable” on political grounds, while other feasible action in 
the labor field, e.g., internal reform of union abuses, might increase rather 
than decrease the cost-raising pressures of unions, In the end, Clark is left 
with voluntary restraints and persuasion to deal with this intractable problem. 
He urges experimentation on a wide front, using a combination of investiga- 
tion, consultation and education by government fact-finding boards, cabinet 
committees, and private research organizations to induce voluntary adoption 
of less inflationary behavior on the part of unions and management. If this is _ 
a mild and somewhat anticlimactic recommendation, Clark reminds us that 
“remedies should be proportionate to the severity of the problem.” 
Josern A, PECHMAN 
The Brookings Institution 


Der Konjunkturtest: Eine neue Methode der Wirtschaftsbeobachtung. By 
Marguarpt and WERNER Srricev. Schriftenreihe des Ifo- 
Institutes fiir Wirtschaftsforschung no. 38. Berlin: Duncker & Humblot, 
1959. Pp. 223. DM 28.—-. 


Statistics, in spite of all efforts to achieve greater speed and broader cover- 
age, has not succeeded so far in meeting the continuously growing demands of 
cyclical and market research. Since the reason for this does not lie in a lack of 
intelligence or diligence of statisticians but is mainly due to the limitations of 
the instruments for collecting data, it was necessary to find a simplified pro- 
cedure for supplementing traditional statistics by sending out an advance pa- 
trol—a patrol which might yield deeper insight than the rarely reliable ad- 
vance-guard of “preliminary” figures. 

In order to fill this gap the Ifo-Institute for Economic Research, Munich, 
started ten years ago in West Germany a novel monthly questionnaire called 
Konjunkturtest (business test). This especially arranged survey serves to ob- 
tain economic facts beyond those which up to now had been collected by offi- 
cial statistics and professional organizations. The method is to gather state- 
ments at monthly intervals from a representative number of firms about the 
tendencies of selected economic variables in various industries and trades and 
about the views and expectations of entrepreneurs. Quantitative statements 
are not asked (“statistique sans chiffres”). The simplified questions aim to 
find tendencies only, mainly changes as against the preceding month, i.e., in- 
crease, decrease, or no change. 

Up to 1958 this method of obtaining a system of short-term economic indi- 
cators had been adopted by 21 countries, 12 of which apply it in the orginal 
Munich way, while the others, mostly following a French pattern, use slightly 
divergent procedures. The amazing outcome—besides the rapid dissemination 
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of the results of a rather simple survey technique—is the unexpected fertility 
of the business-test approach that has been revealed for so many fields of 
study in statistics, economics and econometrics. The quantification of qualita- 
tive information, the aggregation of microeconomic data, the sample design 
are all problems of statistical importance which are dealt with adequately in 
this book. Because the results for different variables supplement and control 
each other and can be checked, additionally, by certain other data, they have 
proved suitable for giving an up-to-date and valid picture of reality. 

The usefulness of the method for economic diagnosis has been studied and 
recognized by such an important body as the Economic Commission for Eu- 
rope, Geneva. It is true, however, that, so far, in a period characterized by 
steady upward trends it could not be proved conclusively that the test ap- 
proach is more appropriate than other methods for finding the turning points 
of the cycle. But that is no serious objection against making an effort to broad- 
en and improve our empirical knowledge as best we can. 

Beyond its practical use the business test facilitates model building and the 
testing of economic hypotheses by providing empirical data which otherwise 
would hardly be available. It deals with ex ante and ex post relations on a 
microeconomic as well as on a macroeconomic level. By learning about the re- 
action patterns of entrepreneurs the investigator also learns what is the fore- 
casting reliability of their expectations and anticipations and is protected from 
taking them at their face value. 

The authors of the present book are very competent to treat this subject 
because they have been in charge of the current survey in the Munich Insti- 
tute since its beginning. They give a comprehensive description of the mo- 
tives, the techniques, and the history of the development of the business-test 
method in West Germany and abroad. They critically evaluate the results 
hitherto obtained, but at the same time they are very optimistic with regard 
to the prospects of further research. They offer an outlook on those theoretical 
issues on which the business test seems to throw light. Their lucid presenta- 
tion is backed by numerous tables, figures, and references to a vast literature. 
The book is well furnished with a bibliography of 100 monographs (58 in 
German, 26 in English, 9 in French, 7 in other languages). 

LotHAR Bosse 

Austrian Institute for 

Economic Research, 

Vienna 


Money, Credit and Banking; Monetary Policy; Consumer Finance; 
Mortgage Credit 


British Monetary Experiments 1650-1710. By J. Kertu Horsertecp. Cam- 
bridge: Harvard University Press, 1960. Pp. xix, 344. $7.50. 

Textbooks frequently begin the economic history of modern Britain with 
the industrial revolution and the “new economics” of Adam Smith, By con- 
trast, the pre-industrial era of the sixteenth and seventeenth centuries has 
been referred to by F. J. Fisher as “The Dark Ages in English economic his- 
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tory.’ Historical continuity has been weakened by this division, not so much 
by changes in historical interpretation as by changes in historical method. In 
brief, a widening chasm has been observed between the literary-humanist ap- 
proach to the earlier period and that of quantitative measurement and eco- 
nomic analysis to the latter period. 

Mr. Horsefield has combined these two methods with remarkable success in 
his study of British monetary experiments. On the side of literary source ma- 
terials, a new pamphlet literature grew up after the Restoration which re- 
flected the vigor and innovating propensity of the age. The vast quantity of 
this material—-over 600 items in the author’s bibliography—reminds us that 
Dr. Johnson’s expletive, “The age is running mad after innovation. . . .” is 
equally descriptive of Defoe’s England. Among the contributors to this mone- 
tary literature were Newton, Locke, Defoe, Wren, Petty, North, Cary, Law, 
Barbon and Child. Statistical materials—both public and private—also be- 
came more abundant after the Restoration. In Part I the author provides a 
statistical framework for his study in terms of price and monetary data. This, 
together with the tools of economic analysis, enables him to evaluate the mer- 
its of numerous monetary proposals. 

An introductory chapter reviews the chief monetary developments of the 
period 1650-1710. Most attention is devoted to these developments in the dee- 
ade of the 1690’s, and especially the years 1694-96. These three climactic 
years witnessed the founding of the Bank of England and the Bank of Scot- 
land, the recoinage of silver, the revaluation of gold coins, the establishment 
of land banks, the suspension of cash payments by the Bank of England, and 
the introduction of Exchequer Bills. 

Part II is concerned with silver and the controversy over recoinage which 
reached a height in 1695. The “Locke-Lowndes” controversy over possible de- 
valuation of the currency is considered chiefly from the standpoint of infla- 
tion, deflation, and the balance of payments. In the end the Locke school won, 
and the recoinage of 1696 restored silver to its previous mint standard, not, 
however, without economic hardships. Besides silver, the gold guinea (Part 
III) was a supplementary currency whose behavior in the 1690's is reminis- 
cent of the bimetallic problem of the nineteenth century. 

Part IV takes up a variety of paper money schemes. The projectors of these 
schemes were unanimous in their claims that banks would increase the supply 
of purchasing power, provide working capital for an underemployed labor 
force, and thus stimulate manufacturing and trade. Horsefield says that most 
of these projects “were based on tangible assets such as commodities or land, 
or with predictable money flows such as the public revenue. Not until the last 
quinquennium of the century was it seriously contemplated that a public bank 
might have a proportionate reserve, as did the goldsmiths.” 

Of the seven types of banks that were proposed from 1650 onwards, the au- 
thor singles out five for special treatment: First, Lumbard (or Lombard) 
banks, an outgrowth of pawnbroking, issued notes on the security of goods. 

*F. J. Fisher, “The Sixteenth and Seventeenth Centuries: The Dark Ages in English 


Economic History?” Economica, New Series, Vol. XXIV, No. 93 (February, 1957), pp. 
2-18. 
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Second, there were sixty-odd plans for capitalizing government revenues. 
Third, the Bank of England is viewed within the context of numerous mone- 
tary experiments and the contemporary economic scene. The reader will gain 
new insights into the evolution of the project which became the Bank, the ex- 
pansion of its note-issue, the nature of its assets, and the extent to which it 
functioned as a central bank. Fourth, there were other projects for commer- 
cial banks, such as country banks and schemes for transferring funds from 
place to place. The Orphans’ Bank, Million Bank, and Bank of Scotland are 
included in this category. The fifth type consisted of land banks. 

Horsefield is interested in the monetary experiments that failed as well 
as those that succeeded. This is not merely an antiquarian interest, for he finds 
that nearly all of the innovations emerged from the writings of men whose 
projects met with failure. This applies to four land banks, of which three were 
based on the ideas of Hugh Chamberlen, who planned to issue legal-tender 
notes representing the capitalized value of future rents. Despite specious 
arithmetic and the lack of provision for cash reserves, Chamberlen’s projects 
enlisted considerable support from English landlords. 

The author’s summary and conclusions appear in Part V. With reference to 
money, gold and international trade, he finds writers who among other things 
went a long way towards understanding the quantity theory of money and the 
relationship between purchasing power parity and the exchange rate. With 
reference to banking, paper money and inflation, answers from contemporary 
writings are found to such questions as what is a bank for, what were the es- 
sentials of a bank, why did the Bank of England and the Bank of Scotland 


succeed, why did no such institutions emerge before 1694, and why did none 
successfully follow them. Ten appendices and a most exhaustive bibliography 
complete this work. 

By combining the methods of historical investigation and economic analy- 
sis, Horsefield has made an excellent contribution to monetary history and 
the history of economic thought. 


RicHArD B, SHERIDAN 
University of Kansas 


Politica monetaria. By Giuseppe Mirasetta. Palermo: Seminario di Eco- 
nomia Politica e Scienza delle Finanze dell’Universitd degli Studi di Pa- 
lermo, 1959. Pp. 330. 


The primary objective of this study is to analyze the changes which have 
occurred in the development of monetary policy during the past decades— 
from an earlier, almost total reliance on discount and interest rates as instru- 
ments of monetary and credit policy to the growing variety of regulatory 
weapons currently at the disposal of monetary managers. 

Recognizing the importance of financial factors in the shaping of current 
economic events, Professor Mirabella begins his analysis with a review of the 
efforts made in recent years by economic and monetary theorists to under- 
stand more fully and to define in more precise quantitative terms the factors 
involved in the achievement and maintenance of monetary equilibrium. In that 
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connection he presents, in the first part of his monograph, a detailed and 
thoughtful summary of the work of Koopmans, Holtrop, Witteveen, Tinbergen 
and of recent OEEC studies. This is followed, in the second part, by a discern- 
ing discussion of the nature and functions of the principal instruments of mone- 
tary and credit policy—from orthodox discount-rate changes and gold flows of 
gold standard days to changes in reserve requirements, open-market opera- 
tions, the setting of liquidity ratios, the imposition of direct credit controls and 
the other means of monetary management currently at the disposal of central 
banks. 

The third and final part discusses the general institutional environment in 
which central bank policies and monetary controls are currently applied in 
practice. Attention is given to such factors as the expanding role of fiscal pol- 
icy in the economic life of the community and the problems which its growing 
importance poses for monetary managers, and the lessened responsiveness of de- 
mand and supply of credit to changes in interest rates because of the emer- 
gence in the economy of new rigidities and new institutions and practices— 
such as finance companies supported by powerful industrial groups independ- 
ently able to provide cheap consumer credit, long-term financing provided 
through revolving short-term credits, the growing volume of corporate 
savings available for investment in the enterprises within which they origi- 
nate, the effects of pressures by powerful labor groups upon certain basic costs 
and prices, and finally current tendencies toward direct or indirect interven- 
tions and pressures by powerful political groups in the regulatory activities of 
monetary authorities. 

Although generally no specific solutions of his own are offered by the au- 
thor for the problems and difficulties which he describes, his comprehensive 
and scholarly review of the problems currently encountered in the field of 
monetary management and policy provides suggestive and stimulating reading 
for the student of monetary affairs. The usefulness of the monograph is en- 
hanced by apt and frequent footnote references to the work of others and by 
the comprehensive bibliography appended to the volume. 

G, WELK 

Washington, D.C. 


Money, Banking, and Economic Welfare. By Paut B. Trescort. New York: 
McGraw-Hill Book Co., 1960. Pp. xii, 578. $7.50. 

Designed for the undergraduate course in money and banking, this new text 
covers much the same ground as Chandler’s The Economics of Money and 
Banking. The conventional material on the nature and evolution of money 
and on the mechanics of monetary transactions is presented in Parts I and II. 
A major section on monetary theory (Part III) is followed by two chapters 
(Part IV) on financial institutions and their role in the saving-investment 
process, and two chapters (Part V) on international relationships. The au- 
thor’s interest in history manifests itself in a major section (Part VI) re- 
counting money and banking developments from colonial to present times. 
The final part is devoted to a discussion of current monetary problems and an 
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appraisal of means for coping with them. In general the author’s style is or- 
derly and clear. 

Several specific features set this book apart from others in the field. Con- 
siderable emphasis is given to the theoretical distinction between the “main 
money flow” (payments for current production and services) and the “‘finan- 
cial circulation.” The relationships between the two are developed through 
the use of a budget equation to which each transactor must conform: income 
plus borrowing equals expenditure plus increased cash holdings plus in- 
creased holdings of other financial assets. Only a page (p. 115) is given, how- 
ever, to a description of the institutional arrangements of the money market 
and the types of instruments and transactions employed by economic units 
wishing to adjust their liquidity positions. 

The text’s treatment of general equilibrium in Chapter 9 is distinctive. This 
synthesis is presented in the form of algebraic equations which recognize 
time-lags, and this enables Trescott to analyze disturbances to equilibrium as 
a dynamic process. Those students who are willing to make the effort required 
to trace through the process of period-by-period adjustment will receive, I 
believe, a rich reward in the form of a comprehensive understanding of the 
mutual dependencies which constitute an economic system. The author is to 
be commended, too, for a willingness to confront theoretical formulations with 
empirical evidence. Although users of the book may dispute some aspects of 
the text’s interpretation of the empirical record (e.g., the data relating bor- 
rowing and interest rates on page 202) this material will nevertheless be 
useful for classroom discussion. 

The chapters on monetary history I found less valuable than other sections 
of the book. Here the author has laid out an intricate, detailed, chronology of 
currency issues, types of coinage, detailed aspects of silver legislation, and so 
on, covering a span of 300 years, and the sheer volume of detail has forced the 
author into a rather superficial treatment. Although the theoretical tools of 
earlier chapters are at the disposal of the reader, very little use is made of 
them in interpreting the historical record. 

What I regard as a deficiency in both the theory and policy chapters is the 
inadequate treatment of the role of uncertainty. There is no recognition, for 
example, that a policy of permitting or inducing short-term fluctuations in the 
prices of government securities which are not amenable to prediction by the 
public, as contrasted with a policy of price stabilization, would reduce the 
“moneyness” of the public’s holdings of these securities and hence, other fac- 
tors constant, increase the demand for cash balances. Trescott’s view of the 
significance of monetary policy is limited to its effects on factors operating 
on the supply side of money markets, i.e., on the quantity of money, its cost, 
and the extent of credit rationing by lenders (p. 534). 

Because much of Trescott’s text is appealing, I regret having to report the 
presence of a fairly large number of inaccuracies. On page 188, the total de- 
mand for money is denoted by M; later (p. 204) the symbol is switched to 
Dy». But the latter symbol has already been used on page 186 as meaning the 
transaction demand only. On page 157, “propensity to consume” would more 
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helpfully be stated as the marginal propensity. Here, too, the author states 
that “multiplier analysis implies that investment changes infrequently and 
stays constant for long periods despite large changes in consumption” whereas 
it would be fairer to say that multiplier analysis is only a partial explanation. 
The example showing how the marginal efficiency of capital should be cal- 
culated (p. 160) is not accurate; use of the present-value formula presented 
on an earlier page (p. 117) would have straightened this out. 

The definition of liquid assets (p. 186) makes them out to be assets whose 
“money value does not fluctuate” (among other attributes) which in general 
is true only of money itself. And on the following page reference is made to 
choosing “between liquid assets and such other stores of value as .. . 
bonds. . . .” On page 188, bonds are put back into the category of “liquid as- 
sets.” One reads on page 104 that government transfer payments “are income 
payments . . . for which the government receives no currently produced goods 
or services in exchange,” a statement calculated to worry the reader about the 
concept of income. The drop in GNP during the 1953-54 and 1957-58 reces- 
sions I figure to be 2.7 and 3.6 per cent respectively (using quarterly data) 
not the “less than 1%” decline described on page 128. 

I question, too, the author’s emphasis that “business disposable income” 
(depreciation plus undistributed profits) “has generally been stable at about 
10% of GNP” (p. 146) and “In the 1950’s BDI consistently accounted for 
about 10% of GNP” (p. 110); this is likely to lead to a misapprehension by 
students concerning the stability of corporate profits. My calculations show 
that during the period 1951 to 1958 the range of maximum departure of busi- 
ness disposable income from the 10 per cent of GNP level, using quarterly 
data, was over $6 billions. 

Paut G, DARLING 

Bowdoin College 


Public Finance; Fiscal Policy 


Public Finance and Full Employment with Special Reference to Underde- 
veloped Areas. By V. V. Borkar. University of Bombay Publications, 
Economic Series, No. 9. Bombay: Vora and Co., 1959. Pp. xlv, 179. Rs 
12.50. 

Fiscal Policy in Underdeveloped Countries, with Special Reference to India. 
By Raja J. Cuetiian. New York: Macmillan, 1960. Pp. 168. $3.50. 

In these books two economists with evidently strong humanitarian instincts 
use the tools of modern economic analysis to study a problem important to 
mankind. (Neither, however, gives any explicit attention to the query, “What 
do the people want?” except a brief remark by Borkar that some Indians want 
freedom to be lazy [p. 140].) Although the volumes have much in common, 
they also differ substantially. Borkar’s is the more “theoretical” and makes 
the broader claims to generality of application. Chelliah’s focuses more closely 
on concrete problems, while drawing on a solid foundation of theory. 

Dr. Borkar, of Kanatak University, sets himself the task of extending or 
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adapting Keynesian analysis to the economies of underdeveloped lands. His 
basic argument was completed several years ago and seems less original today 
than it probably was when written, e.g., the emphasis upon the need to coordi- 
nate monetary and fiscal policies. The references and citations suggest that 
heavy reliance was placed on materials we should no longer consider most ad- 
vanced. The interpretations of developed economies leave something to be de- 
sired; it would be a pity if Indian students accepted as true of the United 
States some of the “asides” in this book, statements which are not essential 
to the author’s argument. 

Borkar defines full employment as “a situation in which the demand for 
labor matches with the supply of labor of those willing to work at a wage rate 
equal to their marginal productivity, not less than the cost of living. .. . Cost 
of living denotes the minimum income which it is considered desirable to ensure 
to all. . . . Obviously this is a flexible concept. . .. Where exactly we draw this 
line does not, however, affect the analysis materially.” (It might affect ex- 
pectations and policy, I should think.) The definition is designed to force 
attention to disguised unemployment in which the wage rate equal to marginal 
productivity is less than the cost-of-living level. We may question the use of 
definitions no more precise than these. Yet my own doubts, I admit, are of 
minor significance alongside the importance of the major theme—that in- 
vestment must be stimulated, and the “right” kind of investment. The con- 
cerns which Keynes had about investment differ profoundly from those facing 
India. 

Government has a major role to play in investment for six reasons (pp. 48- 
51)—largely to fill big gaps left by private investment. Fiscal and monetary 
policy must be directed toward stimulating total investment. For reasons de- 
veloped at length (Ch. 5), Borkar concludes that in India monetary policy 
can be expected to accomplish little in speeding investment. Deficit spending 
must be used, but with caution. The discussion of the economic effects of 
deficit spending and of the growth of public debt in India can probably be 
applied to other underdeveloped lands. Except for perhaps inadequate atten- 
tion to balance-of-payments problems and, to my mind, undue worry about 
the effects of growing debt on the distribution of wealth (what would the 
bond buyers have done otherwise?) this discussion is probably a real contri- 
bution. Inflation is an evil which, in Borkar’s view, India must not tolerate. 
Heavier use of indirect taxes is recommended—and, by implication, a tax to 
be paid in labor. 

A final chapter on fiscal policy in India since 1938 abounds with criticism. 
Throughout the first 142 pages of the book I often asked myself, in effect, 
“how can the men running the government of a poor country have the compe- 
tence and integrity to do the job Borkar expects of them?” On the basis of his 
interpretation of the record, they have not done well, although recent pol- 
icies are better than those before about 1956. I remain with the feeling that 
the author’s fiscal-policy programs with their heavy emphasis on government 
investment require a quality of government—in Parliament and in the Civil 
Service—not likely to be found soon in underdeveloped countries. According 
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to the author, Indians acting through the market process do not do enough to 
speed growth. I wonder how much better they can be expected to do through 
the political process. Fortunately, they have in Borkar’s study much that can 
help them. 

Dr. Chelliah of the National Council of Applied Economic Research in 
‘New Delhi also concentrates on the need for greater capital formation. He, 
too, is impressed by the difficulty of applying Keynesian-type analysis to a 
land like India. Unemployment is chronic, largely because of the scarcity of 
capital and entrepreneurship. Cycles originate abroad for the most part. Con- 
sequently, deficit finance in an underdeveloped land cannot help much in 
creating jobs and will lead to inflation long before full employment is reached. 
Fiscal policy must focus on increasing investment, not because capital for- 
mation is the only thing necessary for speeding development but because it 
is the most important. Chelliah’s interest, however, is not so much in raising 
collective (government) saving and investment as in expanding the total. The 
private sector, he believes, has been slighted unduly by recent Indian policy. 

The role of fiscal policy should consist of “(a) increasing the rate of in- 
vestment by checking actual and potential consumption; (b) encouraging the 
flow of investment into channels judged to be most desirable from the point of 
view of society; (c) in a quasi-planned economy, regulating the flow of pur- 
chasing power in accordance with the overall pattern laid down in the plan; 
(d) where large inequalities of income and wealth exist, modifying the distri- 
bution . . . in a manner and to the extent that are consistent with the best 
long-term interests of the population as a whole” (p. 52). Most of the dis- 
cussion involves taxation. The general analysis of tax theory and practice 
seems to me excellent—resting on a broad knowledge of both Western theory 
and the facts of India—far-sighted and also realistic. 

Taxation in India should seek to mobilize the economic surplus—not de- 
fined precisely, but income above that required for “essential consumption.” 
The author believes that there is now enough surplus to permit nearly a dou- 
bling of investment. And the surplus will grow. The present tax system has 
serious defects which could be reduced by reforms which would also help 
mobilize the surplus. The author accepts as a datum the existence in East 
Asia of a powerful desire to reduce inequality, yet he is obviously less than 
happy about the methods now used in India. He seems to believe that this one 
objective should have less weight in the future than it does today for now both 
incentives and capital accumulation are impeded by egalitarian policies. 

Agricultural incomes at present are undertaxed; unless they are taxed more 
effectively, an unduly large part of the growth of national income will be con- 
sumed on the farm. Personal income tax rates are too steeply progressive. 
(The discussion of the canon of ability to pay could be read with profit by 
many Americans who use the concept.) The present tax system is inequitable 
in that people in similar circumstances are not treated equally. The taxation 
of business is too heavy for an economy which needs economic expansion as 
badly as does India. The steeply progressive expenditures tax comes in for 
strong criticism; the levy reaches only about 6,000 families, is complex, and 
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is not necessary, Its main potential merit is that it can encourage savings. 
Chelliah would achieve the same goal by granting limited income tax exemp- 
tions for (new) savings (and capital gains) which are invested in forms that 
promise to serve the social welfare. Purchases of newly issued government 
bonds and newly issued shares of corporations would qualify. 

Heavier use should be made of indirect taxes on mass consumption. Neces- 
sities should be exempt, but other consumption must be curbed by taxation 
to make resources available for investment. It is the masses, and their chil- 
dren, who will benefit from such forced savings. The general analysis of con- 
sumption taxes is very good indeed. 

There is a role for deficit financing—but none for inflation. Within a few 
pages the author deals competently with these two topics. His description of 
the Indian revenue system and his review of developments over recent years 
both seem of high quality, though I am not qualified to judge them. 

Both volumes reflect the efforts of professional economists to apply Anglo- 
Saxon economic concepts to a land vastly different from the lands where the 
concepts developed. Here is evidence that progressive taxation as applied in 
India is an obstacle to progress. The authors find Keynesian employment 
theory hardly the aaswer to India’s employment problem. They implicitly re- 
ject much of our implicit theory of growth because India has too few entre- 
preneurs (in the private sector). On these and on other points, the authors do 
not always see eye to eye. Yet both see much which can help anyone who is 
concerned with problems of public finance in an underdeveloped land. 

C. LOWELL Harriss 
University of Strasbourg 
Columbia University 


The Question of Government Spending: Public Needs and Private Wants. By 
Francis M. Bator. New York: Harper & Brothers, 1960. Pp. xvi, 167. 
$3.75. 

In this deceptively short book Professor Bator presents a scholarly and 
concise analysis of the problems involved in determining the proper alloca- 
tion of resources between the public and the private sectors of the economy. 
By concentrating on the arguments generally used against any significant ex- 
pansion in the volume of government spending, the text, which is aimed at 
“the persistent lay reader,” undertakes to clarify the issues and to eliminate 
from consideration all irrelevant and incorrect propositions. The result is a 
lively and lucid discussion which economists will find useful for both under- 
graduate and graduate students. For the economists themselves there are nu- 
merous footnotes which go into the more technical aspects of the subject and 
which, had they been put instead into the text, would have increased the size 
of the book substantially. 

The discussion begins, appropriately enough, with a 30-page condensation 
of recent quantitative fiscal history, covering the 1929-57 period. The famil- 
iar aggregate growth trends are all here, but the discussion carefully docu- 
ments the extent to which they are attributable to the requirements of nation- 
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al defense. In 1957, for example, the ratio of nondefense government output 
to nondefense GNP was only 10 per cent, as compared with 12-13 per cent in 
1939 and 1940 and 7.5 percent in 1929. In spite of a 50 per cent increase in 
real civilian output per capita between 1939 and 1957, nondefense govern- 
ment output per head, when converted to 1957 dollars, was the same in both 
years. 

Two criticisms of this section may be made. The analysis throughout is 
based on government expenditures as shown in the national income accounts. 
As a result government lending and loan insurance (guaranty) programs, 
which have grown substantially since 1929, are omitted from consideration. 
In addition, some questionable comparisons are made between government 
transfer payments and national income, which is viewed as the sum total of 
incomes in the economy. From this point of view national income is objection- 
able because it measures private incomes before some taxes (corporate and 
personal income levies) but after the deduction of others (indirect business 
taxes). Since there is no logical support for this distinction, some other base 
of comparision, such as net national product, should have been used. 

Having raised in Part I the possibility that government nondefense output 
has been neglected, and having pointed out in Chapter 5 that there is no 
glaring evidence that private shares have been skimped, Bator devotes the 
rest of the book to an analysis of the issues involved in the choice between 
public and private spending. 

Chapter 4 examines and rejects the argument that more government spend- 
ing can be obtained only be sacrificing the goal of price stability. The crucial 
question here is whether higher taxes will so impair work incentives that sup- 
ply will contract by as much as private demand so that no resources are re- 
leased for government use. To this question a twofold answer is given: (1) 
available empirical evidence does not indicate strong disincentive reactions 
to high tax rates; and (2) even if this evidence is rejected, there will surely 
be few taxpayers who will accept the substantial reduction in disposable in- 
come which would result from their deciding to meet the burden of higher 
taxes by cutting their supply of effort by as much as their demand for private 
output. 

Chapter 6 presents the positive case for government output, based on the 
familiar proposition that there are certain goods and services which the pri- 
vate sector cannot provide and others which it will provide only in inadequate 
amounts (because average cost exceeds marginal cost at output levels justified 
by demand). In opposition, as the author notes in Chapter 7, it may be argued 
that governments use resources more wastefully and respond less well to 


_ changes in consumer tastes. than do private markets. His reply is that even if 


this contention is accepted (whether or not it should be is unfortunately not 
considered) much government output will still be economically justified. Al- 
though government inefficiency increases the alternative opportunity costs of 
public programs, in other words, it need not cause their rejection unless, 
under ideal conditions of government operation, they would have been close 
to the acceptance-rejection margin. 
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In judging the desirability of new government projects, one should include 
on the negative side the real costs, if any, of the additional taxes necessitated 
by the programs. On this score Bator accepts uncritically the proposition that 
all taxes, other than lump-sum levies, distort the composition of private out- 
put, even though a number of writers, including this reviewer, have argued 
that excise taxes, for example, may improve, as well as worsen, resource al- 
location. 

As a result of his examination of these and other issues, Bator concludes 
that what is most needed in public affairs is more widespread and better infor- 
mation about the economic benefits and costs of public programs, and more 
experimentation, based on a logical and imaginative analysis of specific cases, 
in place of rigid application of so-called universal rules. The significance of 
the book, however, lies not in these conclusions but rather in the clarification 
achieved as a result of a careful analysis of the various approaches, both 
naive and sophisticated, taken to the question of government spending. 


Grorce F. BREAK 
University of California, Berkeley 


International Economics 


Gold and the Dollar Crisis. By Ropert Trirrin. New Haven: Yale Univer- 
sity Press, 1960. Pp. xiii, 195. $4.75. 

Professor Triffin’s latest book is a logical and timely extension of the analy- 
sis of his earlier work, Europe and the Money Muddle (1957). That study 
ended with a detailed consideration of the prospective return to convertibility, 
urged reliance upon strengthening regional arrangements to ease the transition 
and sketched suggestions for a radical reform of the International Monetary 
Fund. The present volume—which is a convenient assemblage of already pub- 
lished material—starts with the return of Western European nations to con- 
vertibility at the end of 1958, diagnoses the dangers present in an interna- 
tional reserve system in which national currencies play a dominant role, and 
develops at greater length the author’s earlier proposal for a reconstitution of 
the IMF, complemented by augmented regional arrangements. 

The technical analysis of the main part of the book, which follows a brief 
and lucid though simplified summary of its argument, begins with a skillful 
exposition of the often overlooked change in the meaning of convertibility since 
the happy days of the automatic gold standard. Instead of convertibility into 
gold, with the consequent stress on central bank liquidity, convertibility 
now means the right to convert one currency into other currencies, often at 
fluctuating rather than fixed rates of exchange. With this change in the nature 
of convertibility, the role of reserves is no longer primarily to maintain the 
convertibility of a nation’s currency into gold, but to meet external deficits. 
Thus the test of reserve adequacy is now related, not to the liquidity of cen- 
tral banks, but to expected fluctuations in the balance of payments. As a con- 
venient test of reserve adequacy, Triffin takes the ratio of gross reserves to 
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annual imports. On the basis of data assembled by the Fund, he finds that in 
1957, the average level of gold and foreign exchange reserves was 35 per cent 
for all countries other than the United States and the United Kingdom. But 
the record since 1950 shows a strong likelihood of resort to severe exchange 
controls when the level drops below 30 per cent. Since an average of 35 per 
cent would naturally include some below that figure, Triffin concludes that 
the 1957 level was on the low side, since any decline would tend to force cer- 
tain key countries to abandon convertibility at stable rates and resort to ex- 
change instability and restrictions. 

The Fund estimates that trade will expand and required reserves will grow 
in coming years at approximately 3 per cent per annum. Prospective increases 
in the gold supply would cover some 70 per cent of the additional reserves 
needed. Triffin is less optimistic, anticipating a growth of 4 per cent (or more) ; 
additional gold supplies would then provide only 48 per cent of required re- 
serves. The balance would have to consist of additional holdings of the cur- 
rencies of the two center countries, the United States and the United King- 
dom. 

This prospective increase—alongside its already large preponderance—in 
the role of foreign exchange, and especially of dollars, in buttressing world 
liquidity, is what Triffin finds profoundly disquieting. Already at the end of 
1958, U.S. gold holdings exceeded short-term liabilities to foreigners by only 
$5 billion. (Since then, with continued gold losses and rising foreign claims, 
the excess has disappeared.) 

These huge claims against our gold reserves threaten the liquidity of the 
dollar and therewith of a large part of other countries’ international reserves. 
They also restrict our freedom to use monetary policy to stimulate our own 
economic growth or to relieve unemployment. A substantial further increase 
in foreign dollar holdings would only make matters worse. Yet if provision is 
not made for increasing the reserves of the world, its rate of growth and ex- 
pansion will inevitably be slowed. 

The solution, according to Triffin, is not revaluation of gold, because the 
increase in its price would have to be steep and repeated, its benefits would be 
haphazard and inequitable, and to stimulate additional gold mining is a silly 
business. Nor do fluctuating exchange rates offer a general solution. The dan- 
ger of destabilizing speculation is great, and the record of freely moving rates, 
as in the 1920’s, is poor. Although moderate rate variations, accompanied by 
sensible monetary and fiscal policies, meet with qualified approval, Triffin 
points out that the need for more adequate reserve levels would remain. With- 
out adequate reserves, nations experiencing balance-of-payments difficulties 
will be forced to resort excessively to exchange depreciation or quantitative 
restrictions, with consequent damage to the international payments mech- 
anism. 

Triffin’s solution is to convert the IMF into a sort of world central bank. 
Deposits with the Fund (as with the earlier Keynes plan) would provide 
international exchange that would displace the present growing and destabi- 
lizing national currency component of international reserves. These deposits 
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would be made equivalent to gold and fully acceptable in world payments. 
The initial deposits would be established by the transfer to the Fund of pres- 
ent Fund balances held by members, of foreign exchange (dollar and sterling) 
holdings, and of gold. To ensure adequate Fund resources, Triffin would fix 
such initial deposits at 20 per cent of members’ gross reserves and of subse- 
quent additions thereto. Dollar and sterling holdings thus acquired the Fund 
could liquidate gradually, converting them into gold or deposits with the 
Fund itself. 

Like a central bank, the Fund would be able to lend the idle reserves of 
surplus countries to those in need of them, or to engage in open-market opera- 
tions on its own initiative in the financial markets of member countries. To 
avoid the inflationary bias of Keynes’ proposed Clearing Union, the reconsti- 
tuted Fund would be permitted to expand total international credit by its 
lending operations only by an agreed amount, corresponding as closely as 
possible to the rate of expansion of world trade. 

I find Triffin’s analysis cogent and compelling. The spread of the fractional 
reserve system in the 19th century permitted economic growth to exceed the 
rate of expansion of gold supplies, but also established the need for national 
central banks, whose deposits could serve as the reserves of commercial banks. 
Now, with required international reserves exceeding present or potential gold 
supplies, there is need for a parallel internationalization of the nongold com- 
ponent of these reserves. Triffin recognizes the difficulties of reaching agree- 
ment on the required institutional arrangements, and relies on an extension of 
regional facilities and the recent increase in Fund resources to buy time. But 
there is no room for complacency, and this voluume should help to dispel it. 

As an alternative to Triffin’s internationalized gold-exchange standard, 
some would prefer a system of fluctuating exchange rates, moderated by offi- 
cial support. Though the experience of the 1920’s was unhappy, some recent 
examples are more encouraging. A good deal has been learned in the last thirty 
years; the need for relative exchange stability, and the relation between a 
country’s monetary and fiscal policy and its balance of payments, are now 
widely appreciated. And though such a system would not dispense with the 
need for international reserves, it would reduce the amounts required, since 
exchange-rate fluctuations would substitute for reserve movements in the pro- 
cess of adjustment. 

To obtain agreement on the establishment of a flexible exchange-rate sys- 
tem, however, would undoubtedly be more difficult than to reach accord on 
Triffin’s proposals. The latter, though drastic, are but an extension of princi- 
ples and practices with which bankers and economists are already familiar. 
There is good reason to believe they would work. Therefore they merit wide 
support. Should they fail of realization, a flexible exchange-rate system 
would become the most practicable alternative to a return to bilateralism and 
restrictionism. 

P. T. ELLswortH 

University of Wisconsin 
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Die Europiische Wirtschaftsgemeinscha{t und die Drittlinder. By Paut Erp- 
MAN and Peter Rocce. Basel: Kyklos; Tiibingen: J. C. B. Mohr (Paul 
Siebeck), 1960. Pp. xii, 337. DM 28.00. 

Volume 19 of the List Gesellschaft publication series returns to the topic 
of economic integration in Europe which was also the subject of Volumes 8 
and 9. This third study is chiefly concerned with the probable effects of the 
establishment of the European Economic Community (EEC) on the pattern 
and volume of trade of the rest of the world. At a time when the tariff structure 
of the Common Market is the subject of deliberations among the members of 
the GATT, and when the eventual configuration of Europe’s commercial re- 
lations depends on the outcome of the negotiations between the EEC and the 
European Free Trade Area, this study contributes important reference ma- 
terial to the discussion, especially by presenting estimates of the Common 
Market’s import requirements from third countries over the next 10 to 15 
years. Throughout the study strong emphasis is placed on the effect of demand 
growth within the integrated area as an offset to the price effect of the internal 
tariff reductions which, taken by itself, will be unfavorable to suppliers out- 
side the Common Market. 

The authors approach the subject with a theoretical chapter reviewing Sci- 
tovsky’s measures of the welfare gains and losses arising from trade creation 
_ and trade diversion and analyzing the sources from which integration-induced 
increases in the rate of economic growth may be expected to flow. The authors 
agree with Harry G. Johnson that one should not anticipate much gain from 
increased mass production possibilities, but they expect a substantial income 
effect through increased investment in plant modernization, improved mobil- 
ity of labor, capital, and intermediate products, and greater uniformity in the 
pursuit of full employment policies. Part I is completed by a survey of the 
effects on outsiders of the regional arrangements of the OEEC, the European 
Coal and Steel Community, and Benelux. 

Following a discussion of the provisions of the Treaty of Rome and a sur- 
vey of the present resources, production, and trade of the EEC area and of 
its expected economic growth, the study analyzes the prospects for exporters 
to the Common Market by economic sectors, by individual commodity groups, 
and by selected countries. It is understandable that detailed forecasts can be 
made only in the cases of agricultural products, raw materials, and fuels, and 
only for countries supplying these commodities (the country studies cover 
Greece, Ghana, Brazil, Nicaragua, Cuba, Pakistan, and Ceylon), while the 
future of trade in industrial products is much less predictable. 

The authors conclude that, in view of the special provisions for agriculture 
in the EEC treaty, external suppliers of temperate-zone food products must 
expect a decline, and perhaps a complete elimination, of their sales to the 
integrated area, while wood, fiber, and tobacco suppliers can be more optimis- 
tic. The prospects for exporters of tropical foods are less unfavorable than 
those of suppliers of temperate-zone foods, although the tariff preference en- 
joyed by the EEC overseas territories is expected to result, in the case of these 
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products, in an appreciable trade diversion to the detriment of outsiders. 
Whereas EEC net imports in these two categories will decline over the next 
two decades, imports of nonagricultural raw materials and fuels, whose sup- 
ply elasticities in the EEC and in the associated territories are low, will tend 
to rise sharply. In the area of manufactured products it is conjectured that ex- 
ternal suppliers of consumer goods may find themselves in a less favorable 
position than those of capital goods, 

One can hardly blame the authors for doing less than full justice to the 
price aspects of their investigation. The possible price developments ema- 
nating from the tariff changes and from the implied demand and supply shifts 
are reviewed in the theoretical chapter, but they play a subordinate role in 
the forecasts. It is however clear that terms-of-trade effects may qualify the 
conclusions reached, particularly in the case of the primary producing areas 
covered in the country studies. 

One other point may be observed: The study rightly emphasizes the income 
effect of integration on imports from the rest of the world which tends to 
weaken or even to reverse the price effect of the tariff preference. But esti- 
mates of this income effect, as contrasted with the income effect of economic 
growth in the absence of integration, are not explicitly presented, although 
the authors allow for the integration effect in their over-all growth-rate fore- 
cast. To be sure, suppliers will be more interested in the expected change in 
their sales volume than in the attribution of this change to various factors. 
But such an attribution is necessary for a full evaluation of the effects of inte- 
gration. Adding thé effect of demand growth without integration to the in- 
come effect of the integration itself tends to make a regional preference sys- 
tem appear relatively painless for the outside world. These comments are not 
meant to detract from the high quality and the painstaking scholarship which 
make this study a useful contribution to the discussion of economic integra- 
tion. 

Rupotr R. RuomMBerc 

International Monetary Fund* 


*The opinions expressed in this review are not necessarily those of the International 
Monetary Fund. 


Trayectoria del mercado comin latinoamericano, By Victor L. Urquint. Mex- 
ico: Centro de Estudios Monetarios Latinoamericanos, 1960. Pp. 178. 

This is a well-organized, intelligently written commentary on the effort 
which led to the Intergovernmental Conference for the establishment of a 
Latin American Free Trade Area held in Montevideo, Uruguay in September 
1959, and again in February 1960, out of which came the treaty creating a 
free-trade zone among Latin American countries and the Latin American Free 
Trade Association. 

To be sure, not all the nations in Central and South America were repre- 
sented at the conferences and eventually the Montevideo Treaty was signed 
by only seven of them—aArgentina, Brazil, Chile, Mexico, Paraguay, Peru and 
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Uruguay— but inevitably other nations are bound to be attracted as the ex- 
periment develops. The United States was represented by an observer; and 
there was also a delegation from the International Monetary Fund. 

The trade pattern of the seven signatory countries is quite different from 
the trade pattern of the Western European nations, the ones which were re- 
sponsible for the creation of the Euromart compact, Because of this, the two 
efforts are only superficially analogous. To begin with, while the total foreign 
trade of the seven Latin American countries amounts to approximately $3.5 
billion per annum (average of the last four years), trade among themselves 
has averaged only 10-12 per cent of that total ($350 to $400 millions). In the 
second place, about 70 per cent of this intratrade consists of Argentine and 
Brazilian exports, Furthermore, some 75 per cent of this trade is composed of 
primary, nonmanufactured products such as wheat, fresh fruits, coffee, ed- 
ible oils, cocoa, yerba mate, petroleum, copper and timber, Finally, this small 
volume of trade among the countries of the area is not in balance. Peru and 
Paraguay have typically shown net surpluses, while Argentina, Chile and 
Uruguay constantly reveal net deficits in their trade accounts. 

There has been considerable progress in recent years in the area toward 
currency convertibility and the elimination of payment restrictions. The 
larger part of the foreign transactions of the seven countries is now handled 
through free-exchange markets with uniform and fluctuating rates, but still 
70 per cent of the intratrade of the area is bound by bilaterial payments ar- 
rangements. Import licensing has ceased, but Chile, Paraguay and Peru still 
require advance import deposits for most of their imported articles. Neverthe- 
less, full economic rehabilitation of the countries concerned has not been com- 
pleted. Their foreign exchange reserves are still insufficient and large short- 
term indebtedness remains to be liquidated. 

The author discusses such problems as the industrial growth that the mem- 
bers of the free-trade area could experience as a result of the treaty; the labo- 
rious course they had to follow in order to bring their negotiations to fruition 
but perhaps the most important point raised is that of the imbalance of trade 
among the nations of the free-trade area, This will create net area creditors 
and net area debtors thus emphasizing the necessity for proper financing of 
the enlarged surpluses and deficits which will result. All this is further com- 
plicated by the pressure of two factors: (1) that not all the nations of the area 
have fully convertible currencies; (2) that, due to the small volume of intra- 
trade, some distinction should be made between trade within the area and 
trade outside of it. 

Inevitably, two finance plans were bound to emerge. One of these plans 
called for the financing of trade-area deficits by outside trade surpluses. The 
other plan envisaged the establishment of a special area-wide payment settle- 
ments system. This second plan would make three things imperative: (a) the 
use of dollars (agreement dollars) as a common payments medium within the 
area; (b) the creation of a special clearing agency to regulate and facilitate 
payments; (c) the supplying of the agency with a dollar capital of its own. 
Peru has been the champion of the first plan, Chile of the second. Where the 
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dollars would come from for the proposed clearing agency is, of course, no 
secret to anyone, 
Carto Marta FLUMIANI 
Boston College 


Introduction to the World Economy, By Arruur J, Brown, New York: Rine- 
hart & Co,, 1959, Pp. 212. $3.50, 

In the preface, the author writes; “The aim of this book is to introduce 
readers to some of the salient features and problems of the world economy 
and to give them some indication of the main ways in which economists set 
about the task of analysing them,” He then, in a fashion characteristic of 
English writers, proceeds to cover much ground in brief compass with an in- 
formative and theoretically sound argument. 

He begins with the basic elements of the economic process, including a non- 
technical (¢.g., with no graphs or tables and few footnotes) commentary on 
the roles of production, consumption, investment, and saving in relation to 
economic activity, Then follows a concise analysis of the principles relating 
to pricing and distribution, a survey of the problems associated with economic 
growth, and finally an outline of the basic pattern of international trade, The 
book is policy-oriented with considerable use of factual data and an emphasis 
on important international, with their correlated domestic, economic problems. 

This reviewer has used the text as an introductory frame of reference (fol- 
lowed by a more standard treatment) in an undergraduate course in inter- 
national trade with good results, It contains numerous leads for further study 
and investigation if the reader desires to pursue certain topics with greater 
emphasis. For the instructor with broad interests in the international economy, 
the book will serve as an excellent base for outside readings with the possibil- 
ity of extension in many directions. As another possibility, it would seemingly 
serve quite well as a one-semester introduction to economics if the subject 
matter was supplemented with additional readings and explanatory lectures. 

This interesting and well-presented little volume by a broad-gauge economist 
presents the type of knowledge that is of greatest value to the policy maker. 
In addition, it serves admirably as a means for consolidating the thinking and 
filling the ever-present gaps in the knowledge of economics students. The 
generalizations are broad but penetrating, and must be considered with due 
reflection or the reader will be misled by what appears at first blush to be 
“easy” reading. In fact, extensive study underlies the substantive content, 
and the sophisticated reader should have a rewarding experience. 


J. D. DeForest 
Denison University 


International Economics. By H. B. and L. W. Prince- 
ton: Van Nostrand, 1960. Pp. x, 435. $6.50. 
This work, the second in the Series in Business Administration and Eco- 
nomics edited by John R. Reishline, emphasizes the policy aspects of inter- 
national economic relations. It employs considerable historical detail to illus- 
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trate the few principles of international economics with which it deals, The 
main contemporary policy issues on which it elaborates include international 
institutional problems, programs for underdeveloped countries, European eco- 
nomic integration and Russian economic competition. 

The arrangement of the book is logical, althought the systematic insight 
characterizing the detailed discussion is somewhat impaired by irrelevant di- 
gressions, After an introductory section in which the nature of international 
trade is related to general notions of international economic policy, the au- 
thors tackle the theory of comparative advantage. This part of a text on inter- 
national economics is perhaps the most significant test of its worth as a peda- 
gogical instrument. If the student does not perceive the fundamental ideas 
of international comparative advantage and if he then remains confused over 
the international payments mechanism all that follows in the subject is likely 
to be elusive, ‘misunderstood and evocative of unsound policy attitudes, The 
authors in this case follow up their analysis of comparative advantage with a 
section on international payments and payments-balancing operations, a 
subject which provides the second main test of a book of this kind, Included 
in this part also is a relatively short chapter on tariffs and other controls on 
trade, The fourth part in the book deals with postwar stabilization and de- 
velopment. It describes the principal international institutions such as the 
International Monetary Fund, International Bank for Reconstruction and De- 
velopment and General Agreement on Tariffs and Trade, the attempts at build- 
ing economic development in countries where little has yet occurred, the com- 
modity stabilization schemes, and economic union in Europe. The final part 
examines the economic challenge to the West provided by Russian competi- 
tion internationally. Having covered the components of world economic 
strategy, the authors turn to suggestions for future U. S. economic policy. The 
classified bibliography is systematic and useful. 

_ The theory of comparative advantage is presented in an historical context. 
The authors employ interesting examples derived from labor productivity 
studies of the United Nations, International Labour Office, and Organisation 
for European Economic Co-operation and jllustrate the factor-intensities 
problem with rather confusing empirical material. In their development of 
the theory of international trade the authors inject some very elementary 
discussions of the theory of the firm under competitive and noncompeti- 
tive conditions, but omit adequate development of the demand side of the 
theory. Their treatment therefore is mostly concerned with the production 
side of international economics; they thoroughly explore the reasons why high- 
wage high-labor productivity countries can trade with their opposites without 
harming living standards. 

The international payments-balancing mechanism is also explained in a 
context of historical events. No judgment is made on the alternative exchange 
rate systems, but they display much confidence in the purchasing-power par- 
ity theory of exchange rates. The accounting aspects of the balance of pay- 
ments, the banking and monetary connections, the role of various types of 
capital movements receive very little attention. 
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In an oddly developed argument, the Killough team feels that the ends as 
seen by the classical writers are suitable for the present, claiming that the 
principles of free-enterprise economics harmonize with goals of collective 
security. To realize these goals more fully, they suggest that Western econom- 
ic policy should be directed towards freer international trade, more extensive, 
more continuous and more consistent aid to underdeveloped countries, and 
towards a greater recognition of national economic planning in cases in which 
it promotes freer trade. They argue strongly against any tendencies of the 
United States to retreat from advances already made on the road away from 
isolationism. 

No direct suggestion is made by the authors as to where their book should 
fit in an economics curriculum. Their attempt to make detailed explanations 
of the most elementary economic concepts suggests that this book would suit 
beginning economics students. Certainly the institutional and policy discus- 
sions as well as the generous employment of historical example are very inform- 
ative, although some of these tend to be too detailed and too remote to be 
of great value at the elementary level, The book is devoid of algebraic and 
graphical presentations so common even in elementary economics texts; the 
mathematically oriented reader will search in vain for exercises challenging 
his capacities. There seems to be a positive design to avoid theoretical gener- 
alities and to discount theoretical contributions useful in understanding inter- 
national economics. Instead they resort to very specific examples which are 
well constructed in their own right. 

For a study of purely international economics, the analysis evades adequate 
consideration of international investment, money and credit aspects of trade, 
international movement of factors, effects of tariffs and the distribution of 
the gains from trade, The authors, constantly decrying the lack of and de- 
riding the accuracy of national-income statistics, remain very suspicious of 
the national-income approach to the maintenance of economic stability either 
nationally or internationally. 

As might be expected from teamship, styles of writing within the joint prod- 
uct differ, This however cannot account completely for several cases of stilted, 
imprecise and laboriously repetitious passages. Aside from this fault, the work 
on the whole offers a rather refreshing and competitive approach to the general 
subject of international economics, although there is a good case for differen- 
tiating its title from the many others with identical designations which have 
appeared in the past decade. 


Kennetu J, 
Bucknell University 


Business Organization; Managerial Economics; 
Marketing; Accounting 
Marginal Aspects of Management Practices. By Freveric N. Firestone. 
East Lansing: Michigan State University, 1960. Pp. xii, 80. 
This short book, an adaptation of a doctoral dissertation, is the most recent 
of a series of studies initiated by James S. Earley to test the significance of 
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the “inarginalist approach” to the theory of the firm.’ The author concludes, 
on the basis of responses to two questionnaires sent to approximately 100 
“excellently managed” companies, that (1) firms using market analysis ex- 
tensively in decision-making respond with generally “marginalist attitudes” 
to questions regarding pricing, marketing and new product policies; (2) the 
extent to which the selling function is represented in decision-making is sig- 
nificantly correlated with marginalist attitudes; and (3) the extensive use of 
modern budgeting techniques involving frequent revision is suggestive of a 
marginalist approach, 

These conclusions are based upon statistical correlations for which “the 
significance of a chi-square test is at the 5 percent level or better.” By com- 
bining answers to different questions, the author has created various indexes, 
such as an “index of market analysis,” a “full costing index,” a “market aware- 
ness” index, a “new product index,” and a “quality of budgeting’ index. 
These and others are correlated with each other and with responses to partic- 
ular questions, 

The care with which the statistical manipulations have been carried out is 
impressive, but this reviewer wonders whether such care is warranted given 
the probable interdependence of the responses, For example, if the respondents 
were at all concerned with the internal consistency of their answers despite 
actual procedures, much of the apparent correlation among these answers 
would be spurious; further, while many of the correlations relate responses in 
one questionnaire to responses in another, the responses come from the same 
set of companies; finally, some of the indexes constructed contain common 
questions. 

Some interesting results do not depend on these correlations. Apparently 
these “excellently managed” companies do not rely heavily on cost-plus pricing. 
Sixty-one per cent of the respondents regard market analysis as more import- 
ant than accounting or engineering analysis in decisions involving price 
changes; 62 per cent regard market analysis as most important in the pricing 
of new products; and 77 per cent agree that it is most important in fixing 
product prices in different areas. 

Data on the participation of sales personnel in the making of various kinds 
of decisions is also illuminating. Sales representatives participate in decisions 
on product pricing in 100 per cent of the reporting firms; 99 per cent of these 
firms use sales people in making decisions on the introduction of new prod- 
ucts; sales participation in decisions on research programs is utilized by 87 
per cent of the firms; and in making decisions on changing production methods 
71 per cent of the firms include sales personnel. Against this background, it 
is surprising, however, that only 44 per cent of these “excellently managed” 
companies involve sales representatives in making investment decisions. In 
this area the major burden falls on accounting and finance personnel. 

Unfortunately the study never makes fully clear just what it is that is being 


"Other published studies include James S, Earley, “Recent Developments in Cost Ac- 
counting and the ‘Marginal Analysis,’" Journal of Political Economy, LXIII (June, 1955), 
pp. 227-242 and his “Marginal Policies of ‘Excellently Managed’ Companies,” American 
Economic Review, XLVI (March, 1956), pp. 44-70. 
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tested. ‘““Marginalist attitudes” are frequently referred to but never adequate- 
ly defined, and the word “marginalist” appears as often in quotes as not, 
Whatever the intent, the study does reveal that “excellently managed” firms 
are aware of variables which affect profit and consider data on them in making 
decisions, The more ambitious questions, “Do these firms attempt to maxi- 
mize?” and “Do they employ marginalist calculations in the attempt?” can- 
not be settled on the evidence offered here. 


Epoar O, Epwarps 
Rice University 


Ekonomika sovetskoi torgovli. Uchebnoe posobie. (The Economics of Soviet 
Trade. A Textbook.) Edited by S. V. SerrmryvaKkov. Moscow: Gospolitiz- 
dat, 1959. Pp. 479. Rbl. 9. 

The dozen staff-members of the Plekhanov Economic Institute in Moscow 
who have contributed as many chapters to this work have produced less the 
textbook on the economics of trade which the title page promises than a 
symposium on Soviet internal-trade arrangements. All but the first chapter 
are essentially descriptions of management techniques rather than exercises 
in economics; and Professor Lifits disappoints readers of his previous writ- 
ings in the opening contribution entitled “Soviet Trade and Its Role in the 
System of the U.S.S.R. National Economy,” intended to provide the theoreti- 
cal setting. The preparation of an index could, moreover, not only have en- 
hanced the claim to be a textbook but might have moved the editor to reduce 
the tedious repetition and overlap between chapters, 

The description of planning procedures in this sector is probably the most 
interesting feature of the book and is chiefly to be found in Fefilov’s chapter 
on plan methods and Genkina’s on retailing. The key figure is Gosplan’s esti- 
mate of household incomes, which define the retail turnover needed to clear 
the market (over 80 per cent of the State Bank’s cash receipts derive from re- 
tail sales, and no salaries are paid by check). Since output balances for con- 
sumers’ goods—-whence, by deduction of supplies to organizations, are de- 
rived retail availabilities—are drawn up, in physical and then value terms, 
only for a restricted number of important commodities, there seems to be some 
element of estimation in compiling planned retail sales. The process of bring- 
ing sales and purchasing power into the desired equilibrium is not precisely 
described either in these chapters or in Kulikov’s on price formation, al- 
though there is an interesting prospect of iteration in the practice of planning 
wages of retail staffs as a percentage of trade turnover. 

The book’s main emphasis is on the disaggregation of these global balances 
down to the level of the shop or restaurant. In this the contributors take 
especial care to define every term used, and thereby enlighten users of So- 
viet trade journals (e.g., in defining “transit sales’’—direct sales from factory 
to shop), and statistics (¢.g., “nonmarket funds’—sales of nonfoodstuffs to 
institutions—or in stating retail turnover to cover sales of standing timber in 
state forests). 

They also put forward much good advice to trade organizations, ranging 
from the economics of self-service in supermarkets and cafeterias to the size 
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of deliveries (women form 72 per cent of trade workers and are not permitted 
to lift loads exceeding 20 kg., but deliveries by wholesalers are often in 100 kg. 
sacks or 200 kg. bales) and a wealth of facts not elsewhere readily available 
(e.g., that income in kind is 5 to 6 per cent for a nonfarm worker against one- 
third for a collective farmer; on the postwar rise, now past its peak, in street 
vendors as a proportion of total retail employees; on the smallness of regional 
wage-spreads—-16 per cent maximum-and of trading margins—a maximum 
of 3 per cent in wholesaling and an average of 6% per cent in retailing). 
However only Gogol, on manpower and wages, Smotrina, on overheads, and 
Kuzin, on accounting, illustrate their narratives with factual statistics, mostly 
1957 and 1958 data; the others use notional examples, of which an improbable, 
if trivial, case is that showing, for restaurant input-planning, as much meat 
(76 gr.) in potato soup as in borshch. 

There are some criticisms of the retailing system of the present or the re- 
cent past, but most of them no more than echo recent party and government 
resolutions; e.g., Dneprovsky on low agricultural prices, Vasilev on short- 
comings in the catering services, and others on the overcentralization of 
trade planning and pricing. 

At two points, however, the criticisms appear original. Kistanov attacks the 
_dispersion and overlapping of trading agencies, despite the mergers and con- 
centration of authority in Union-Republic Ministries of Trade since 1957 (it 
may be computed from figures in the book that nearly one-third of 1958 turn- 
over took place in “closed” shops, mostly run by sovnarkhozy in their fac- 
tories, but some by GUTMO-—the Soviet army PX). Kulikov finds irration- 
alities in price zoning and—following earlier criticisms in the press—disap- 
proves of the 7 per cent surcharge on rural sales (saying that it leads to peas- 
ants wasting time in journeying to urban shops and to “speculation”) but 
Smotrina defends it because rural stock and transport charges are higher. 

While the Western reader may disagree with most, if not all, the assertions 
about capitalist trade, he will be most surprised by the absence of any but the 
simplest statistical techniques both in the analysis and in the reported prac- 
tice of Soviet trade planners. The most that Genkina can say about inventories 
is that they are a positive function of turnover (in fact the behavior of Soviet 
trade stocks would repay study, for—far from expanding, say, in proportion 
to the square root of the turnover increment—they have risen faster than 
turnover). 

Serebryakov mentions that wholesalers are responsible for quality control 
but does not describe sampling methods. Pirogov on fixed assets spends much 
time defining the notional capacity of soup cauldrons but almost nothing on 
capital efficiency. Despite the immense hauls for some consumer goods (av- 
erages of 2,000 and 1,350 km. are cited for canned goods and cigarettes), the 
only “programming technique” described by Serebryakov to choose supply 
and outlet points is visual inspection of a “chessboard tabulation” of those 
points. In numerical examples the elasticity of demand with respect to price 
is everywhere assumed to be infinite and the beginning of more refined Soviet 
work on consumer demand (notably on income elasticities) is ignored. More- 
over the alternative set of demand signals—-stock fluctuations and counter 
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assistants’ records of customers’ unfulfilled enquiries—often stressed by other 
Eastern European trade economists, is also scantily treated. 


M. C. KASER 
St. Antony's College, Oxford 


Critique économique du prix de revient industriel. By JeAN-P1errE ve Bont. 
Louvain and Paris: Nauwelaerts, 1959. Pp. xiv, 178. 

The Critique is a straightforward, if pedestrian, attempt to show that con- 
ventional cost accounting techniques (on the Continent, at least) stand in 
need of marginal analysis. The author is a Belgian business executive as well 
as teacher of theory at L’Institut Superior de Commerce St. Ignace at Ant- 
werp. His purpose is to provide management with more precise and rational 
criteria with which to pursue its goal of profit maximization, and the result is 
largely indebted (with acknowledgement) to the presentations of Dean and 
Earley in the United States. The work therefore offers little to U.S. economists 
and those active in U.S. management who are interested in the application of 
marginalist concepts to corporate direction. Apparently marginal cost account- 
ing is not widespread in Belgium. 

The level of treatment is commendably simple, but the content scarcely 
surpasses that of a good undergraduate microtheory course in a school of 
business administration. In the third and final chapter there is a case of 
actual application of marginal analysis in a Belgian textile concern, which 
shows admirably the relevance to such questions as the introduction of new 
lines, the dropping of old products and the control of costs of various plant 
divisions. 

The author is well aware of the pragmatic difficulties in obtaining precise 
marginal costs and recognizes that the cost accountants’ figures are typically 
“average marginal costs.” He stresses the need to distinguish carefully be- 
tween general fixed costs and those portions of fixed costs which can be pre- 
cisely attributed to separate divisions or products. 

There is clear recognition too that the essential problems of the management 
of the firm cannot be met simply with given technique of cost accounting, that 
such tools must be used with care and flexibility and that there is no substi- 
tute for business acumen. The book should be a good introduction to the sub- 
ject for European management, which generally has somewhat less university 
and economics training than is the case here. It should be noted however that 
the application of marginal accounting in the United States is by no means 
widespread nor is it necessarily sure to prevail. 

J. H. Darton 

University of Maryland 


Industrial Organization; Government and Business; 
Industry Studies 
Concentration in British Industry. By Ricuarp Evety and I. M. D. Littte. 
New York: Cambridge University Press, 1960. Pp. xvi, 357. $10.00. 
This National Institute of Economic and Social Research study includes 
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analyses of British concentration statistics for 1951 and of changes in concen- 
tration from 1935 to 1951; and a review, based chiefly on published sources, 
of developments in 20 industries since 1935, The statistical source is the 
Census of Production, from which the Board of Trade made available the 
1951 totals for establishments, gross and net output, and employment of the 
three leading “units” (companies or company groups) in each trade.’ The 
1935 data are those presented by H. Leak and A. Maizels in “The Structure 
of British Industry,” Journal of the Royal Statistical Society, 1945, Vol. 108, 
parts 1-2, pp. 142-207. 

In 50 trades, the 3 largest units accounted for 67-100 per cent of either 
employment or net output in 1951; in 69, they accounted for 34-66 per cent; 
in 101, for 33 per cent or less. These high-, medium- and low-concentration 
groups employed 10, 24 and 66 per cent, respectively, of the total labor force. 
Manufacturing concentration in the United States, based on value of ship- 
ments in place of employment and a 4-company instead of a 3-company con- 
centration ratio, shows a similiar distribution.’ It has been previously found 
that 4-company concentration is higher for most industries in Canada than in 
the United States |2, p. 76]. 

Another classification employed by Evely and Little may be condensed 
as follows: 84 trades contained big concerns, many of which “dominated’’ 
their trades or were price leaders; in 61, the firms were about equal in size, 
but so few in number that the situation was “favorable for collusion” (p. 10) ; 
and the conditions in 74 were “probably close to those of perfect competition 
provided that there is no collective regulation’”-—a significant qualification 
(p. 11). 

Among the findings on plant size is the more frequent association of concen- 
tration with relative plant size than with relative number of plants in a unit, 
although technology appears to bar small plants in only 26 trades. As to why 
“there has been a marked tendency for high concentration, once attained, to 
persist” (p. 130), the report points out that newcomers shun a trade which is 
contracting, while various factors related to economies of size (and sometimes 
private or government restrictions) hamper entry into some expanding trades: 

One problem in handling the material is that “a considerable part of the 
variations in concentration is inexplicable in terms of measurable economic 
facts” (p. 21). Different trades do not respond in the same way to similar 
forces. Another problem is the limited significance of some statistical meas- 
ures. Thus the —.83 correlation of concentration ratios and number of units 
(introduced with a misprint, “lower” for “higher,” p. 14) “is hardly surpris- 
ing,” since “low concentration cannot occur with few units” (p. 105). The 


*For 23 trades the Board of Trade, applying the more cautious U.S. Census Bureau 
policy on company disclosure, used 4-company totals; for 13 trades it used 5 or more. 

* The 62 4-digit industries with 67-100 per cent concentration in 1954 accounted for 11 
per cent of value of shipments; the 171 with 34-66 per cent, for 26 per cent; and the 201 
with 33 per cent or less, for 63 per cent (computed from [1, pp. 23, 243-65]). Comparability 
would require that certain large nonmanufacturing trades such as laundry work and con- 
struction, included in the British totals (and whose local-market character blurs the mean- 


ing of the national concentration statistics), be added to the low-concentration bracket in 
the United States. 
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.84 correlation of concentration ratios and size ratios (average employment 
of the three largest units divided by average employment of all units) is still 
less surprising. The negative correlation (—.40) between number of units and 
size ratios, is hard to interpret—and, in fact, when size ratios are defined in 
terms of other instead of all units, it becomes a weak positive (.16). 

No over-all measure of concentration change from 1935 to 1951 is given, 
but a median of 31 in 1935 and of 37 in 1951 can be derived from the gross out- 
put concentration ratios of 185 trades (Appendix J). With their usual caution, 
the authors isolate only 27 trades where “principal product concentration” 
clearly increased, and 14 where it decreased. From the chapter reviewing the 
growth of concentration in 14 of the 27 trades, the reader may infer that 6 
(cans, lead, oil refining, razors, soap, watches and clocks) increased their con- 
centration as a result of commercial, financial and technological advantages 
of size, with acquisitions playing a very minor role. Coal nationalization was 
largely responsible for increased concentration in 2 trades often operated by 
coal companies (bricks, coke ovens); and government-encouraged amalgama- 
tion and quotas were controlling in another (sugar). In 5 trades (baking, film, 
metal mining, tinplate, wrought iron and steel tubes) acquisitions, to achieve 
self-sufficiency and to take advantage of modern large-scale technology, were 
important. Concentration, in brief, resulted from technology, mergers and 
government action. 

The report is packed with data of varying degrees of importance, but all of 
it worth gathering so that no clue to the understanding of British concentra- 
tion will be missed. Its value to most of those consulting it will be in the histor- 
ical review and the newly published figures for individual trades. Only a very 
few specialists can undertake the long, hard labor of reviewing the statistical 
analysis. Students will regret that such a masterly analysis of complex material 
should have to wait until nine years after the period represented by the data. 


Simon WHITNEY 
Federal Trade Commission 
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Proceedings, International Conference on Control of Restrictive Business 
Practices. Glencoe, Ill.: The Free Press, for the Graduate School of Busi- 
ness, University of Chicago, 1960. Pp. xix, 380. $10.00. 

The international conference on control of restrictive business practices 
was convened in Chicago in mid-January 1958 under the auspices of the 
Graduate School of Business, University of Chicago with financial support 
from the Ford Foundation. In attendance were 64 government officials and 
private persons, all in an individual rather than an official capacity, from 16 
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countries. What are best characterized as the minutes of the meetings are 
contained in the volume under review. 

The book itself is divided into four parts: (a) public lectures describing 
the law with respect to restrictive agreements and the procedures by which the 
law is enforced in the United Kingdom, the Netherlands, Norway and West 
Germany, (b) prepared statements on national policy towards such arrange- 
ments in Austria, Belgium, Canada, Denmark, France, Ireland, Japan and 
Sweden, (c) summaries of discussions at closed sessions among and between 
the participating governmental and private groups, and (d) texts of major 
legislative enactments concerning restrictive practices in various nations since 
1954. 

To summarize a document of this kind in a few well-chosen statements is a 
demanding, perhaps impossible, task. The discussants touched on a great 
many specific issues, they tended to stress the differences rather than the 
similarities in their points of view, and—to judge from the summaries of their 
conversations—frequently talked at cross-purposes. 

Nonetheless, a few generalizations seem warranted. For one thing, there 
was broad, though not unanimous, agreement among those present that the 
preservation of market rivalry tends to promote the public interest (somehow 
defined). For another, there was consensus that public sanctions should be 
invoked only against those restraints of trade which are unreasonable; there 
was but limited support for per se rules. Finally, it was broadly agreed that, 
in view of the difficulties in assessing the economic effects of a given re- 
strictive agreement, law-enforcement officers must be rugged empiricists. 

As these summary observations should indicate, the conferees trod on fa- 
miliar paths. From their point of view, no doubt, the exchanges of information 
and ideas proved valuable. The same cannot be said for the nonparticipant 
forced to rely on the proceedings of the conference. Not only does the published 
record reveal little that is new or startling, but it lacks the full flavor of what 
must have been vigorous interchanges among knowledgeable persons. To put 
it directly, the colloquies appear unmistakably to have been strained through 
the fine mesh of the four rapporteurs, losing in the process both body and 
bouquet. 

For all this, the record of the conference is of some value to specialists and 
nonspecialists alike. It constitutes a handy guide to cartel law and its adminis- 
tration in a large number of nations. It contains a fairly extensive, even if none 
too profound, treatment of differences in national policies toward restrictive 
agreements, together with the reasons therefor. And it re-emphasizes in a 
variety of ways the impossibility of molding diverse national economies in the 
image of a single, “universal’’ theoretical model. 


Morton S. BARAtTz 
Bryn Mawr College 


Antitrust in the Motion Picture Industry: Economic and Legal Analysis. By 


MicuakEL Conant. Berkeley: University of California Press, 1960. Pp. 
ix, 240, $5.50. 


Utilizing the antitrust cases in the motion picture industry, the voluminous 
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record of the Paramount case (United States v. Paramount Pictures, 334 U.S. 
131 [1948]), the critical literature in economic and legal journals, congres- 
sional investigations, and fifteen years experience with the Paramount decrees, 
Michael Conant has made an analysis of superior quality. It goes far beyond 
the limited scope of earlier works to concentrate on the economic conse- 
quences of a tightly controlled pattern of systematic discrimination. Among 
empirical studies of discrimination it ranks with the best. 

Monopoly power in the industry did not emerge originally from control of 
supply. To be sure, certain institutional factors—copyrights, patents, preclu- 
sive control of personnel, censorship—provided the potential means for 
controlling supply, but, as Conant puts it (p. 39): “monopoly power suffi- 
cient to control supply could be enforced only at the exhibition level.” Pro- 
ducers had to establish market control if they were to achieve monopoly 
power. This compelling necessity dictated the grand strategy of the industry. 
The implementation of this strategy resulted in one of the most perfect pat- 
terns of discrimination ever devised. 

The key to the system was ownership of first-run theaters by the Big Five 
producers. This attained, they established a complicated, rigid pattern of 
discrimination in respect to licensing runs, clearances, zoning and admission 
prices—all directed toward maximization of profit. The rules of the game 
were ruthlessly enforced by local Film Boards of Trade, dominated by the 
Big Five. Independent producers were excluded from the market; independent 
exhibitors were relegated to the bottom of the market hierarchy and forced, 
by block booking, to take low-grade, unwanted films in order to get any good 
ones. Three small firms, who owned no theaters, were dragooned into joining 
the combination. The Big Five compromised their oligopolistic rivalries by 
market-sharing, interchange of films and pooling of profits. The federal gov- 
ernment, for some twenty years (1926-45), not only condoned, but “fostered 
and abetted” this monopolistic arrangement. 

The Paramount decision broke the back of the motion picture cartel. In 
1945 there were only 40 small, independent producers, who made less than 5 
per cent of the class A films; by 1957 there were 165 independent producers, 
who made more than 50 per cent of the class A films. In Conant’s own words 
(p. 219): 


The decrees of divorcement and divestiture effectively put an end to the 
organized control of the industry. . .. The major’s near monopoly of first- 
run theaters was broken. . . . Subsequent-run theaters were relieved of the 
oppressive restrictions of block booking. Divorcement also curtailed the 
monopoly power of the five majors on the distribution level. Other dis- 
tributors and independent producers were given freer entry to compete in 
the market for screen time. 


The Paramount structural changes, however, failed to achieve perfect com- 
petition. The Big Five still dominated production and distribution. The di- 
vestiture of 1200 theaters by the Big Five left in existence 5 formidable thea- 
ter circuits concentrated, as before, in particular areas. The old pattern of 
discrimination and price fixing remained substantially intact. Conant is se- 
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verely critical of the Court’s failure to reorganize the marketing system. He 
feels that the large theater circuits should have been fragmented, competitive 
public auction-bidding for films made compulsory, clearance agreements pro- 
hibited and dead time between runs eliminated. Exhibitors continue to com- 
plain about discrimination and excessive film rentals, and advocate either 
compulsory arbitration or public utility regulation for their protection. The 
author has no confidence in either of these prescriptions; he would rely on 
the widest possible dispersal of market power and free entry of rivals into 
the market. 

The admirable quality of the author’s empirical research is somewhat 
marred by his equivocal conclusions about discrimination and public policy 
relating to it. The nature of the product and the market, he thinks, makes 
some pattern of discrimination necessary. Since neither production nor ex- 
hibition is, or can be, perfectly competitive “public policy requires that dis- 
tributors be free to adopt the pattern of release and rental discrimination that 
they consider optimum” (p. 215). Otherwise, he assumes, production may 
decline, rental and admission prices rise, some theaters close, and people see 
fewer pictures. 

There is a contradiction here between the analysis and the policy prescrip- 
tion. Conant criticizes the Paramount decrees for their failure to make the 
market more competitive. His own recommendations for market reoganiza- 
tion, if adopted, would reduce discrimination to minimal proportions. He is a 
staunch advocate of free competition, dispersal of market power and freedom 
of entry. These antimonopoly views are strangely inconsistent with the con- 
clusion that distributors should be free to discriminate. Discrimination can 
scarcely be justified by the supposition that untoward economic consequences 
for beneficiaries might result from its demise. This is the price that must be 
paid for economic freedom. 


Horace M. GrAy 
University of Illinois 


Government Promotion of American Canals and Railroads, 1800-1890. By 
Carter Goopricu. New York: Columbia University Press, 1960. Pp. viii, 
382. $7.50. 


In this book Carter Goodrich presents a well-ordered and comprehensive 
review of the range of public support in varying forms that went into building 
the major heavy-duty transport system of nineteenth century America. In 
addition to treating the better-known examples of federal and state action— 
the early plans, the Erie Canal, the Pennsylvania State Works, the trans- 
continentals, etc.—the author has brought together the results of recent 
research into the extensive activities in which federal, state, and local gov- 
ernments engaged in all parts of the United States, both before and after the 
Civil War. After an admirable short chapter setting the stage, temper, and 
tempo of the times, the book examines the scope of federal policy and action 
for each period, and then devotes more than half its pages to the subsequent 
“Emulation of States and Cities” in the same undertaking. 
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The survey drives home on a broad front what had been established for 
more limited sectors by a growing roster of monographs, many under Good- 
rich’s direction: that the basic developmental transportation of this country, 
like comparable social overhead elsewhere, came into being when and where 
it did only by massive public assistance. To open new territories and accelerate 
the exploitation of their potentials, nineteenth century Americans readily 
turned to public treasuries for tasks too large for private capital. 

What was distinctive about U.S. patterns, Goodrich emphasizes, was not 
the use of public funds, but other characteristics: First, the pluralism and 
pragmatism of the effort, involving decision and extensive financing at local 
and state levels as well as federal and private, with any and all sources of 
funds operating through enterprises that were usually private, often mixed, 
and sometimes public. A second feature was the extent to which the exploita- 
tion of the resulting opportunities was left to the spontaneous individual deci- 
sions of private interests, and the speed and vitality of these responses. Once 
the cogent program Gallatin offered in 1808 had been abandoned, there was 
almost no centralized planning of transport development; and there was 
virtually no planning at all of the actual flow of people and capital into the 
agricultural and complementary activities that transport allowed. The record 
reveals instead a rich, gaudy, wasteful, multicentered scramble by which for 
the first time the resources of a continent were successfully brought into play 
in two or three generations. 

The story is a remarkable epic by any standards. It runs from the project 
of the National Road (1806), through the early visions of Washington, Gal- 
latin, and J. Q. Adams, to the dominance of sectional interest and later of 
private finance. It includes early canals projected over mountains, the at- 
tempts to use horses and even sail on the pioneering B&O railroad, the pro- 
motional conviction of Asa Whitney in the 1850’s that a transcontinental rail- 
road would make Europe “bow to Asia, and Asia to Europe, across our 
bosom.” At a deeper level it raises lasting issues of public policy in the use of 
resources and the regulation of enterprise. By posing the question of what 
would have been the condition of transportation at the mid-century (or even 
in 1890) without public funds, it suggests another question on which we all can 
speculate: Whether the Union would have remained one if railroads in the dec- 
ade before the Civil War had not provided east-west transportation possibilities 
to large areas of the Ohio and Mississippi valleys that until then had been 
forced to depend on a southern outlet through New Orleans? 

The book pursues no such speculations. Its strength is in its orderly pres- 
entation of the known, in the completeness of its coverage of the much less 
known regional activities, and in the good sense of its evaluation of the prob- 
lematical. The historian will miss the color and specifics of particular ventures 
and the ways in which given transportation developments affected given com- 
munities—necessarily excluded by the scope of the work—and maps which 
should have been provided beyond the single one offered. The economist will 
wish the book had done more to relate magnitudes of investment in these fa- 
cilities to the prevailing levels of total investment. Direct and indirect effects 
of transportation expenditure on the business cycle and on the structure and 
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trend of the economy get spare mention, and the changing technology virtu- 
ally none. The focus is rather on the locus of funds and decision-making and 
on the politico-economic instruments of action through which they moved. Of 
this it provides an extremely useful synthesis, with judicious comparative 
observations on procedures in other nations and how far this experience is or 
is not relevant for underdeveloped economies today. 


Joun E. SAWYER 
Yale University 


Problems of Public Enterprise—Thoughts on British Experience. By B. V. V. 
RAMANADHAM. Chicago: Quadrangle Books, Inc. and London: Frank Cass 
& Co., 1959, Pp. 176. $4.75. 

The author of this book, first published in London under the title Public 
Enterprise in Britain, has observed at first hand the working of public enter- 
prise in England, which can be considered an experiment by the rest of the 
free world. He has coupled objectivity with acute economic perception, and 
has produced a clear and penetrating study of the working of nationalization 
in industry. 

The book does not attempt to argue the case for or against nationalization. 
Rather, on the assumption that some nationalization is already here and is 
likely to remain, and more may be forthcoming, the author discusses a number 
of important problems of nationalization including organizational arrange- 
ments, management, accountability, pricing, resource allocation, capital finan- 
cing, subsidies, consumer representation, and public control. The book is ad- 
dressed to both economists and public administrators in the hope that it may 
be used to obtain the most satisfactory results possible under nationalization. 
No attempt is made to cover all aspects of nationalization nor to present full 
studies of individual nationalized industries, except in part, electric power. 

A careful study of recent British experience in the field of public enterprise 
has much to contribute toward better understanding of the problems and 
difficulties of a public sector gradually being enlarged on economic (efficiency) 
rather than political grounds. The British scene offers advantages of consider- 
able homogeneity inasmuch as all of the recently nationalized industries have 
been given the public corporation form of organization, and all resulted from 
the taking over of existing private enterprises. In India, in contrast, certain 
nationalized industries were created initially by the central government. 

The public corporation as an institutional form of industrial organization is 
here to stay. It is defined as a nationalized industry which is not organized as 
a governmental department nor run by a local authority nor given joint stock 
company form, and which operates on the principle of financial self-support. 
It has private status and ability combined with public purpose and responsi- 
bility. An example in this country is the TVA. The book attempts to work out 
a norm or optimum toward which the public corporation should strive if it is 
to achieve all its basic objectives in the most satisfactory and efficient manner. 

One pioneering feature of the book is a discussion of the role of the public 
corporation in an underdeveloped nation, in which managerial leadership is a 
major problem. In the case of Britain the same management largely was used 
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under public operation as under private operation of industry. This has not 
been true of India and other countries. It is the author’s observation, supported 
by American experience, that successful private businessmen are not best 
suited always to appointment to the boards of nationalized industries. Thus 
civil service in certain countries has a major problem on its hands. 

The autonomy of public corporations in an underdeveloped nation must be 
qualified to counter not only regional inequalities but also those among broad- 
ly distinguishable consumer groups. The implementation of social policy objec- 
tives is not incompatible with corporate autonomy providing certain limita-- 
tions on social policy are written into the basic Acts. The success of public 
enterprise always depends upon a proper balance between economic and po- 
litical considerations. 

In the case of cross-subsidization such as in the rural areas of North Scot- 
land, the author argues that the taxpayers in general should pay any subsidies 
involved and not particular power users, usually urban consumers. The opti- 
mum economic unit is achieved at the lowest point of the average total cost 
curve. The optimum managerial unit is exceeded if expansion to promote rural 
electrification results in higher rates to urban groups. There is no incompati- 
bility, however, in different prices to different consumer groups so long as the 
prices charged are less than the cost of alternative sources of the same prod- 
uct or service. This is the discrimination case as contrasted with the cross- 
subsidization case. 

One of the advantages of nationalization is that it can remove certain mar- 
ket imperfections and at the same time achieve certain external economies. 
It does not, however, automatically solve all problems of monopoly. The profit 
motive is gone, to be sure, but questions of high costs through inefficiency, 
prices unrelated to costs, and nonprice related input-output problems remain. 

This little book is well worth reading, and it makes a valuable contribution 
to the economic and public administration literature. 


E. K. ZINGLER 
University of Houston 


Ferrocarriles. By CARLos VILLAFUERTE. Mexico, D.F.: Fondo de Cultura 
Economica, 1959. Pp. xix, 281. 

This volume is an excellent study of the present condition of the Mexican 
railroads. It is part of a large-scale study of “the economic and social structure 
of Mexico” sponsored by the Mexican government’s development bank Na- 
cional Financiera. Unlike some other volumes in the series, this one is exceed- 
ingly well done. It is written with an objectivity and forthrightness that is a 
tribute to Mexican scholarship. 

The author is fully aware of the sad shape into which the Mexican rail- 
roads have been allowed to fall. This decline has come as the result of the long 
process of the Revolution, and the concentration of successive governments on 
problems which have seemed to them more pressing. However, he is moder- 
ately optimistic about the possibility of rebuilding the railroad system and 
of their continuing to play a key role in the nation’s economy. 
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The volume discusses many aspects of the functioning of the country’s 
railroad system, including labor force, capital equipment, and technical and 
financial resources. It also describes at length the actual state of the various 
lines in the Mexican system; and discusses the modernization program under- 
way during the last half-dozen years. This program, partly financed by for- 
eign loans, includes not only improvement of existing lines and the extension 
of the system, but also extensive renovation of the rolling stock. The author 
presents his assessment of the importance of various improvements being un- 
dertaken. 

The last part of the book is a discussion of the problems facing the Mexican 
railroad system. Many of these would make familiar reading to anyone in the 
least familiar with the state of U.S. railroads today. One basic obstacle to im- 
proved efficiency of the Mexican roads lies in the strong position of the rail- 
way workers union. This organization, like its northern counterparts, is re- 
garded by the author as likely to be strongly opposed to any move which 
would reduce employment on the railroads. He suggests the need for close 
consultation with them in making out programs for increasing the utility of the 
railway system. 

Another basic problem is the competition between the railroad system and 
the growing highway network. The author points out that the railways have 
been carrying a steadily smaller percentage of the country’s freight and pas- 
senger traffic, due largely to this competition. However, he does not think 
that this decline necessarily need continue. He points out that highway traffic 
has certain disadvantages, such as the growing amounts of equipment and 
fuel which must be imported from aboard. He presents figures to show that 
if the railroads can improve their efficiency to the degree foreseen as a result 
of the modernization program, they can compete economically for many kinds 
of traffic. 

However, the author does suggest certain changes in present-day proce- 
dures. He advocates coordination of government roadbuilding with railway 
construction and renovation projects, so as to provide feeder roads for the 
railways as often as possible and competitive highways as infrequently as 
possible. He also favors a revision of the railroad rate schedules, changing 
their base and increasing some tariffs, so as to make the railroads as nearly 
self-sustaining as possible. 

Another problem reminiscent of the situation in the United States is that of 
integrating the whole nation’s railroad system. It is not as complicated in Mex- 
ico as north of the border, since virtually all roads are owned by the govern- 
ment. However, the author sees a need for establishing a unified rail network, 
and as a starting point, the establishment of several well-delineated regional 
systems. He foresees considerable possible savings and increased efficiency in 
unified repair facilities, as well as in the establishment of uniform rate sched- 
ules and by facilitating train shipment of goods over more than one of the 
existing railroad systems. 

Other suggestions of the author are peculiar to Mexico. For instance, he 
feels that the country’s railroad system would benefit considerably from an 
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increase in the capacity of the nation’s steel industry. This would make it 
possible to produce a much larger proportion of rolling stock and other equip- 
ment in the country, thus saving on foreign exchange. He is also concerned 
with the role of the railroads in “opening up” parts of the country at present 
virtually outside of the national economy, and believes that the establishment 
of such lines should be decided upon the basis of broader national economic 
considerations rather than merely the finances of the railroads themselves. 
Finally, he suggests the need for a much more ample official survey of the 
Mexican railroads, to be used as the basis for future planning of the country’s 
network. 

This book is a very worth-while contribution to an understanding of the 
economy of present-day Mexico. As the first over-all study of the Mexican 
railroads, it should be useful not only to those concerned with the future de- 
velopment of the Mexican economy, but to foreign students of the subject as 
well. 

Rosert J. ALEXANDER 

Rutgers, The State University 


Labor Economics 


The CIO Challenge to the AFL. By WALTER GALENSON. Cambridge: Harvard 
University Press, 1960. Pp. xix, 732. $9.75. 


This volume, part of the Harvard project on labor-management history in 


recent decades, covers developments in the labor movement between 1935 and 
1941. More specifically, the author deals with the genesis of the CIO, with the 
organization of the steel, automobile, and other mass-production industries, 
with the labor thrust in coal mining, clothing, meat, lumber, petroleum, the 
maritime industry, with the Teamsters, the Machinists, the building trades, 
the printing and publishing unions, and the railroad labor organizations. And 
there is a final chapter which focuses on some general dimensions of the labor 
movement during this period—union membership, union finances, work stop- 
pages, political activity, legislation, etc. 

To survey accurately and constructively so vast a field in approximately 
700 pages is a formidable task indeed. But Galenson has for the most part 
succeeded admirably. He has culled from the welter of available material the 
salient features of each problem and described them with a striking economy 
of language. As one might expect, some chapters are more detailed than others. 
Thus, for example, those on the Machinists and the printing and publishing 
unions seem somewhat sketchy to this reviewer. But perhaps such variation in 
coverage was unavoidable, given the absence of equally numerous dramatic 
and important events in the various unions on the one hand, and the lack of 
relevant informational sources for some of the developments in certain unions 
on the other. 

The volume is essentially a descriptive one; and the description, it should 
be hastily added, is both dispassionate and judicious. Here and there Galenson 
does make brief forays into analysis. And it is precisely because these forays 
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reflect such keen insight that it is regrettable he did not dig more intensively 
and extensively into the determinants accounting for the developments which 
he has described so well. To be sure, a good deal of such analysis would, of 
necessity, have assumed the character of hypothesis rather than proven 
theory. But hypotheses coming from someone of Galenson’s competence who 
has dug so carefully into the “raw material” would have been more than just 
desirable; it would have proven extremely useful to other researchers, For 
instance, in dealing with union membership data from 1935 to 1941, the au- 
thor makes no attempt to specify the determing factors and their interaction 
which were responsible for shaping the pattern of union growth during those 
years. Yet such a theoretical stab by one so familiar with the period would 
have proven most suggestive to those scholars who are groping for a general 
theory of union growth. 

Despite the inadequacy of the analysis, however, this book is a first-rate 
piece of scholarship that provides the reader with a vivid and meaningful 
picture of developments during those dramatic six years which were truly one 
of the major turning points in the orientation of the U.S. labor movement. It 
is an excellent descriptive synthesis of the period, which was sorely needed. 
And Galenson is to be highly commended for filling so important a gap in the 
literature in so competent a manner. 

JosEPH SHISTER 

University of Buffalo 


Wages and Earnings in the United States 1860-1890. By CLARENCE D. Lone. 


Princeton: Princeton University Press, for the National Bureau of 
Economic Research, 1960. Pp. xvii, 169. $4.00. 

American industrial growth began in earnest in the decades that followed 
the Civil War. Pig iron production rose from under a million tons in 1860 to 
10 million tons in 1890, Employment in manufacturing and construction 
tripled. An overwhelmingly agrarian nation in 1860, the United States was 
vying with Great Britain for industrial supremacy thirty years later. 

It is with this critical period in our development, one that deserves much 
closer study than it has received for the light it can throw on the problems 
of economic growth, that Professor Long is concerned. Using the same basic 
data as other investigators before him, those contained in the Aldrich Report, 
the Weeks Report, and Bulletin 18 of the Department of Labor, but employ- 
ing different averaging and weighting procedures, he finds that money wages 
rose by about 50 per cent from 1860 to 1890. This is substantially less than 
the indicated increase in the index prepared by Wesley C. Mitchell, heretofore 
the standard wage index for the period. 

To deflate the money-wage series, Long uses, for the years 1860-1880, a 
new cost-of-living index prepared by Ethel D. Hoover for the National Bureau 
of Economic Research. For the following decade, Long has worked up his own 
index in place of the Burgess index, the only one available up to now. On the 
basis of the revised data, it appears that living costs were almost the same in 
1860 and 1890, so that the advances in money and real wages were identical, 
that is, about 50 per cent. A substantial part of the increase came in the third 
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decade as a result of an increase in money wages (15 per cent) and a decline 
in the cost of living (11 per cent). 

If there were any criticism to be made of this impeccable study, it would 
involve Long’s cost-of-living index, so crucial to the novelty of his findings. 
Clearly superior to the old Burgess index, it is nevertheless based upon a thin 
sample of price data. Long himself says with candor: “How accurately this 
new index measures the cost of living is probably impossible to say . . . it is 
undoubtedly inferior to modern indexes, and could surely be improved by an 
exhaustive investigation of newspaper advertisements, store catalogues, and 
business and family records.” 

The latter part of the study is concerned with an analysis of wage structure. 
And in conclusion, Long asks: why was the annual real wage advance from 
1860 to 1890 only 1.6 per cent, a tempo of “allegretto rather than allegro?” 
The answer is couched in terms of the rapid growth of the industrial labor 
force due to immigration and movement out of agriculture, the drawing off 
of available resources for heavy capital investment, and the absence of strong 
trade unions. Even in as richly endowed a nation as the United States, a 
relatively austere period of capital formation had to precede expanding con- 
sumption. 

This monograph represents the method of quantitative historical analysis 
at its best. The statistics are set forth clearly, and we are kept informed as to 
how they are manipulated. Their defects, as we!l as their virtues, are discussed 
fully. The fashionable practice of loading data with a heavier theoretical 
superstructure than they are capable of bearing is scrupulously avoided. In- 
stead of glittering generalizations of only passing interest, we have something 
of far more enduring value, a piece of fundamental knowledge about a very 
important aspect of U.S. history. It is regrettable that the work was not fin- 
ished in time for inclusion in the 1960 edition of Historical Statistics of the 
United States. Those who use that volume are on notice that the early wage 
data are supplanted by Long’s findings. 

WALTER GALENSON 

University of California, Berkeley 


Wages in the Metropolis: Their Influence on the Location of Industries in the 
New York Region. By Martin Secav. Cambridge: Harvard University 
Press, 1960. Pp. xi, 211. $4.75. 

The New York Metropolitan Region Study, a pioneer series that is sur- 
veying the economic and demographic elements in the country’s biggest met- 
ropolitan area, has developed several types of economic analysis. In the initial 
volume, Anatomy of a Metropolis, it presented an over-all view of the region’s 
manufacturing economy. It probed deeply into three of the area’s key indus- 
tries in the second, Made in New York. (The third monograph dealt chiefly 
with social problems.) Now, the fourth work in the series, Wages in the Me- 
tropolis, employs still another approach: an examination of the economy from 
a particular vantage point, namely, the role of wage levels and labor skills in 
influencing the location and development of industries within the region. 
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Segal drew a difficult assignment, for relatively little statistical data pre- 
pared by the government or private research organizations readily lend them- 
selves to comparisions between wages in metropolitan regions. The result was 
a highly critical and selective use of printed sources of information, supple- 
mented by dozens of interviews with business men, union leaders, and gov- 
ernment officials. The latter undoubtedly gave him an invaluable appercep- 
tive basis for evaluating the statistics on which his findings rest. 

The industrial structure of the metropolis is never static—some industries 
leave the region or succumb altogether; at the same time, new industries gain 
a foothold. This study indicates that the region is most likely to lose manu- 
factures or branches of manufacturing whose operations have become so mech- 
anized or standardized that they can employ unskilled and low-wage operators. 
Industries which require rapid service, which involve rapid changes in fashion 
or design, or which turn out a highly variable product are most likely to re- 
main. The region has also become a nursery for a wide variety of industries 
in the formative and experimental stage, for they require a large pool of 
skilled craftsmen as well as patent experts, legal advisors, and financiers. No 
comparable area in the country is as well equipped to fulfill these needs. 

Wages in the Metropolis has deepened and broadened our understanding 
of the economic forces that tend to attract and disperse industries in the re- 
gion, but it has not added a new dimension to our knowledge of the subject. 
Readers of the volumes that preceded it in the series will find little that is 
startlingly new. Let me hasten to add that this fact in no way reflects on the 
intelligence, expertness, or zeal on the part of the author, for these qualities 
are all conspicuously demonstrated in this work. Like all who venture into 
new and undeveloped areas, some researchers find a rich lode of materials; 
not all are equally fortunate. By studying the subject from a particular angle, 
Segal has confirmed previous findings in the series and added an increment of 
knowledge about the economy of the region, aptly called the “archetype of 
the American metropolitan community.” 


FREDERICK SHAW 
The City College 


Trade Unionism in Underdeveloped Countries. By SusratesH Guosu. Cal- 
cutta: Bookland Private, Ltd., 1960. Pp. ii, 410. Rs 20. 


Trade unionism in South East Asia, India, and Pakistan is the phenomenon 
under examination. The author’s twin goals are to determine how trade unions 
are affected by economic development and “to what extent . . . organised labor 
can help in hastening the process of growth itself in a developing economy.” 
The book is a description of trade unionism in the area and a blueprint of the 
kind of unionism that he would like to see created there. He carries the history 
of the labor situation from the beginnings of unionism through 1956. In writ- 
ing the book the author has leaned heavily on his experience and contacts at 
the I.C.F.T.U. Asian Trade Union College in Calcutta. 

In addition to a good social and psychological analysis, as well as a reason- 
ably good economic analysis, of the labor-management situation in the region 
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studied, Ghosh presents his own theory of the origin of unionism, He finds it 
in the strains resulting from capital accumulation and the distribution of its 
burden. 

Unions in Southern Asia have developed under the influence of the national 
liberation movements. Accordingly, the leaders are usually nationalistic pol- 
iticians. The unions are generally small in size (¢.g., in India during 1953-54 
the average size was 641), frequently one-shop affairs, possess infinitesimal 
treasuries, and rely very much on “outside” leadership. Rival unionism plays 
an important role. In Indonesia, India and Burma political parties control the 
unions. The shop-steward system is completely absent, and chronic unem- 
ployment exerts its influence. In a free test of strength with the employers, 
who have a Kohler-type mentality, the unions would generally come out 
second-best. As a result, the Asian unions depend heavily on government heip. 

Among the ways the author suggests by which unions can aid economic de- 
velopment are the following: First, by making themselves strong in order to 
defend and promote the workers’ interests, they will create self-confidence 
among the workers “and will remove from their minds the sense of being ex- 
ploited” (p. 391). Second, the unions may establish and aid workers’ educa- 
tion programs, cooperate with the government or employers in getting workers 
to undertake vocational training, and effectively participate in joint produc- 
tivity councils. Third, capital formation could be promoted by the unions 
through “promoting and assisting in the small savings schemes” and “by or- 
ganizing voluntary labor squads for road building and other similar proj- 
ects” (p. 392). 

Establishing educational-and-recreational centers, organizing active recrea- 
tional programs, and creating decent cooperative housing in conjunction with 
government or industry, are all ways in which the unions can aid the recently 
uprooted labor force to adjust to industrialization and urbanization. 

The author emphasizes the fact that insufficient finances as a result of in- 
adequate dues collection is one of the major weaknesses of Asian unions. Yet 
he too readily dismisses the check-off as a technique, his reason being that the 
employers would thus gain knowledge of the membership and financial 
strength of the union. This would only be significant as an argument in the 
early stages of unionization and certainly does not outweigh the advantages 
of the check-off to an established union. 

From time to time Ghosh makes references to the American scene, in a sig- 
nificant number of which he demonstrates a shallow knowledge of the American 
labor movement. Thus he says that the development of collective bargaining 
activities in the United States dates back only to the National Labor Rela- 
tions Act of the ‘thirties (p. 287). 

While discussing the influence of foreign organizations, foreigners within 
the Asian countries, and returning Asiatics, the author remarks, “It is inter- 
esting to note in this connection that the trade union movements in Europe 
and North America were comparatively far less influenced by foreign influence 
in the early stage of their development” (p. 66). In this he fails really to ap- 
preciate the influence of foreign-born leaders in establishing the American 
needle trades unions, maritime unions, and those of the building trades, to 
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mention but a few. In addition, the role of Samuel Gompers should never be 
underestimated. The various socialist internationals also played key roles in 
Europe. 

Although there are some shortcomings, a number of which have been 
pointed out, Ghosh’s book is a valuable contribution to the literature. It is a 
storehouse of information on Asian unions. His emphasis on the human ele- 
ments involved in development, together with his good social and psychologi- 
cal analysis of labor-management relations in the area, make his book one that 
should be read by serious students of economic development and of compara- 
tive labor movements. 


EpwaArp ROSENBAUM 
Tel Aviv, Israel 


Employment Relations Research: A Summary and Appraisal. Edited by H. G. 
HeneMaNn, Jr., L. C. Brown, M. K. R. Kann, H. §S. 
Parnes, and G. P. SHuttz. New York: Harper, for the Industrial Rela- 
tions Research Association, 1960. Pp. ix, 226. $3.50. 

This volume is the companion to the Industrial Relations Research Associ- 
ation’s A Decade of Industrial Relations Research, 1946-1956, published in 
1958. Like its predecessor, Employment Relations Research is intended to 
summarize research findings and note the gaps in our knowledge in basic areas. 
The title, unfortunately, is both inexact and forbidding. A work of this sort 
can be useful if carried out successfully. There are pitfalls: the essay may de- 
generate into either an uncritical catalogue of the literature or a generalized 
statement of the author’s views with little regard for the literature. 

Employment Relations Research is an uneven work which suffers from both 
of these defects. It contains two distinguished contributions Herbert S. Parnes 
on the labor force and George P. Shultz and Arnold Weber on technologi- 
cal change; a successful summary by George W. England and Donald G. Pater- 
son on selection and placement; a catalogue on compensation by David W. Bel- 
cher (361 footnotes!) ; and vaporous essays by David Dolnick on the history 
and theory of the labor movement, and by Gordon F. Bloom and Herbert R. 
Northrup on dispute settlement. The Dolnick piece, despite its title, hardly 
deals with history at all. The Bloom-Northrup essay fails to review the litera- 
ture and sets forth opinions concerning the nature of industrial conflict and 
its accommodation with which this reviewer heartily disagrees. 

The Parnes summary is a testimonial to the remarkable advance in knowl- 
edge concerning the labor force and labor markets in the past generation. 
Some of his findings are of interest. Our present labor force concepts, worked 
out in the thirties, are intended to guide public policy in dealing with mass 
unemployment; they are not as satisfactory for the purpose of finding scarce 
manpower under a condition of full employment. There appears to be long- 
run stability in the total labor-force participation rate. But this conceals sig- 
nificant changes among demographic subgroups—declining rates for very young 
and very old men, increasing rates for women, etc. There is an inverse relation- 
ship between labor-force participation by married women and the income of 
their husbands. At the moment we do not know the relationship between em- 
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ployment and the labor force. Similarly, no one has yet successfully defined a 
labor market. Labor mobility appears to be greater in the United States than 
in Europe and most job changes seem to be “complex,” that is, involve simul- 
taneous shifts in employer, occupation, and industry, but not geography. The 
conventional factors influencing mobility—age, sex, race, occupation—appear 
less important than personal determinants about which nothing is presently 
knowa, Finally, Parnes writes, “All of the empirical studies of labor markets 
make it abundantly clear that there are wide departures between the actual 
labor market behavior of both workers and employers and the assumptions 
on which the traditional theory of wage determination and labor allocation 
is based.” 

Shultz and Weber devote special attention to the burgeoning literature on 
automation, much of it in the realm of science fiction, The new technology 
brings with it cleaner and safer working conditions accompanied by tensions 
stemming from the social isolation of the worker and the integration of the 
work process, The research on the employment effect is too narrow thus far 
to assess the impact of technological change on employment in the whole econ- 
omy. The impact of automation on skills is mixed; the expectation of general 
upgrading has not been realized. The new technology seems not to have de- 
stroyed incentive wage systems, as many anticipated. Likewise, automation 
appears to have had less effect upon trade-union and management structures 
than some thought. The authors conclude, “A moratorium on unverified pro- 


jections about the effects of automation on industrial relations now seems in 
order,”’ 


These two essays and the third on selection and placement give helpful 


summaries of contemporary research findings and indicate the gaps that re- 
main. 


IRVING BERNSTEIN 
University of California, Los Angeles 
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long-range planning. Am. Pol. Sci. Rev., Sept. 1960, pp. 659-68. 


Dore, R. P. Agricultural improvement in Japan: 1870-1900. Econ. Develop. and Cult. 
Change, Oct. 1960, pp. 69-92. 
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Dorner, P. The farm problem: a challenge to social invention, Jour Farm Econ., Nov. 
1960, pp, 811-26. 


Fuens, R, J. Intraurban variation of residential quality, Boon, Geog., Oct. 1960, pp. 
318-25. 


Henory, J. B. Land tenure in South Viet Nam. Econ, Develop. and Cult, Change, Oct. 
1960, pp. Oct, 1960, pp, 27-44 


Ketrey, W. T. Lo stimolo della domanda nel marketing americano, (With English sum 
mary.) Riv, Internaz, di Sci, Econ, e Com,, Oct, 1960, pp, 024-38, 


Liner, G. J, R. The concentration and dispersion of manufacturing in New Zealand. 
Keon, Geog, Oct, 1960, pp, 326-48, 


McKie, J. W. Market structure and uncertainty in ofl and gas exploration, Quart. Jour 
Beon,, Nov, 1960, pp. 543-71, 


Naxkayima, C, Effects of yield fluctuation, Osaka Econ, Papers, Mar. 1960, pp, 11-24, 


Namixt, M. The farm population in the national economy before and after World War 
II, Beon, Develop, and Cult. Change, Oct, 1960, pp, 29-42, 


Onkawa, K. ano Rosovsxy, H. The role of agriculture in modern Japanese economic 
development, Econ, Develop. and Cult, Change, Oct. 1960, pp. 45-68, 

Rutan, V. W. Research on the economics of technological change in American agricul- 
ture, Jour. Farm Econ., Nov. 1960, pp. 735-54. 

Vacenenit, P. L, La produzione di energia elettrica nel lungo periodo e la cosiddetta 
legwe dell’Ailleret (1). Econ, Internaz., Aug. 1960, pp, 485-510, 

Van Vatxenasuro, S. An evaluation of the standard of land use in Western Europe, Econ, 
Geog,., Oct, 1960, pp, 283-95, 

Agricultural policy, politics, and the public interest, Articles by L. Witt, D. G, Johnson, 
W. W. Cochrane and others. Annals Am. Acad. Pol, Soc. Sci, Sept. 1960, pp. 
1-124, 

Ufficio Studi della Cassa di Risparmio delle Provincie Lombarde: L’agricoltura nei Paesi 


della Comunitd Economica Europea, (With English summary.) Risparmio, Aug, 1°60, 
pp. 1322-56. 


Labor Economics 

Avven, VoL. ano Witniams, S. The growth of trade unionism in banking. Man. School 
Keon, Soc. Stud., Sept. 1960, pp, 290.318 

pa R. O saldrio minimo perante a rentabilidade industrial, (With English 
summary.) Rev. do Gabinete de Estudos Corp., Apr.-June 1960, pp. 188-99. 

pe Senwernitz, D. Consultation and negotiation in Swedish factories. Mo. Lab. Rev., 
Oct. 1960, pp, 1039-44. 

Donrowr, G. M. Economic analysis in Norwegian collective bargaining. Jour. Bus, Univ. 
Chicago, Oct. 1960, pp. 363-72. 

Ercrrer, J.-C. La rentabilité de l'investissement humain. Rev, Econ., July 1960, pp. 
577-608, 

Ex. Smaret, A. M. N. The current labour force sample survey in Egypt (U.A.R.). 
Internat. Lab. Rev., Nov. 1960, pp, 432-49 

Fiscutowrrz, E. Manpower problems and prospects in Latin America. Mo, Lab. Rev., 
Sept. 1960, pp. 909-17. 

GNANASEKARAN, K. S, Increasing length of working life and its implications. Indian 
Econ, Jour., Apr. 1960, pp. 405-14, 


Gros, G. N. Organized labor and the negro worker, 1865-1900, Lab. Hist., Spring 1960, 
Pp. 164-76. 

Hancock, K. Wages policy and price stability in Australia, 1953-60, Econ. Jour., Sept. 

1960, pp. $43-60. 
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Haroman, J, B. S, The needle-trades unions: a labor movement at fifty. Soc, Research, 
Autumn 1960, pp, 421-58, 


Herzoo, P, M. ano Stone, M. Voluntary labour arbitration in the United States, In- 
ternat, Lab. Rev., Oct. 1960, pp, 301-26. 


Hoos, I. R. The impact of office automation on workers. Internat, Lab, Rev., Oct, 1960, 
pp. 363-88, 


Howanrp, J. W., Jn, Frank Murphy and the sit-down strikes of 1937, Lab, Hist., Spring 
1960, pp. 103-40 


Isaac, J. E. Manpower planning in Australia, Internat, Lab, Rev., Nov, 1960, pp. 403-31, 


Jounson, D, G. Output and income effects of reducing the farm labor force Jour. Farm 
Econ., Nov, 1960, pp. 779-96, 


Kerr, C., Hannison, H., Duntor, J. T. ano Mvens, A, Industrialism and industrial 
man. Internat, Lab, Rev., Sept. 1960, pp. 236-50 


Kornart, V. N. Long-term trends in the employment pattern in India. Indian Econ, Jour., 
Apr. 1960, pp, 415-40, 

Latome, M, Les disparités des salaires (With English summary.) Rev. do Gabinete de 
Kstudos Corp., Jan.-Mar. 1960, pp, 5-19, 


Lanoreipt, K, Scandinavian socialism and the Norwegian labour movement, The Review, 
Oct. 1960, pp, 26-32. 


Menino, J. Grove et détermination des salaires A travers un exemple canadien. Rev, 
Econ., July 1960, pp. 636-55. 


Murrema, M, Um problema da politica de saldrios, (With English summary.) Rev. do 
Gabinete de Estudios Corp., Jan.-Mar. 1960, pp. 26-57. 


Orra, M, A. La evolucién de la politica de salarios en Espafia, (With English summary.) 
Rev, do Gabinete de Estudos Corp., Apr.-June 1960, pp. 153-65. 


Savitte, L. Un problema economico generalmente trascurato: la popolazione che invecchia. 
(With English summary.) Riv. Internaz, di Sci. Econ. e Com., Sept. 1960, pp. 857-63. 


Sorrer, B. A theory of trade union development: the role of the “autonomous” work- 
man. Lab, Hist., Spring 1960, pp. 141-63, 


Strrumitin, S. Social productivity of labor and methods of measuring it. Prob. Econ., 
Oct. 1960, pp. 34-44, 


Summers, C, W. The law of union discipline: what the courts do in fact. Yale Law 
Jour., Dec. 1960, pp. 175-224, 


Weinstein, P, A. Featherbedding: a theoretical analysis. Jour, Pol, Econ., Aug. 1960, 
pp. 379-87. 


Zatseriuin, V. System of remuneration in the coal mines of the Ukrainian Soviet So- 
cialist Republic. Internat. Lab. Rev., Sept. 1960, pp. 251-61. 


The course of ideology in international labor. Mo. Lab. Rev., Oct. 1960, pp. 1031-38. 


Population; Welfare Programs; Consumer Economics 


Bonow, M. The co-operative movement and the protection of the consumer, Internat. 
Lab, Rev., Oct. 1960, pp. 327-40, ; 

Conen, W. J., Davin, A. M., Trove, R. ano oTHers. Our developing social security 
system: the first twenty-five years. Indus. Lab. Rel. Rev., Oct. 1960, pp. 7-118. 

Hoventon, D. H. Men of two worlds: some aspects of migratory labour. So. Afr. Jour. 
Econ., Sept. 1960, pp. 177-90. 


Jarre, A. J. ano Azumi, K. The birth rate and cottage industries in underdeveloped coun- 
tries. Econ. Develop. and Cult. Change, Oct. 1960, pp. 52-63. 


Lasorsa, G. Durata della vita economicamente attiva e sicurezza sociale. Studi Econ., 
July-Oct. 1960, pp. 345-80. 
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Lester, R. A. The economic significance of unemployment compensation, 1948-1959, 
Rev. Econ, Stat., Nov. 1960, pp, 349-72. 


Pacer, Die Markstellung des Konsumenten. Jahrb, Sozialwissensch., 1960, (2), 
pp. 184-215. 


Rewovuvin, P. Démographie et relations internationales, Population, Aug.-Sept. 1960, pp. 
625-54. 


Taruner, I. B. Urbanization and population change in the development of modern 
Japan. Econ. Develop. and Cult. Change, Oct. 1960, pp, 1-28. 


Trmtry, M. F. Canada’s immigration policy, 1896-1910. Can. Jour. Econ. Pol. Sei., 
Nov. 1960, pp. 517-32. 


Related Disciplines 
Carver, T. N. The first two decades of the American Economic Association: comment. 
Am. Econ. Rev., Dec. 1960, p. 1014, 


Curary, F. R. ann Epwarps, D. J. The origins of the contributors to the A.E.R. during 
the ‘fifties. Am. Econ. Rev., Dec. 1960, pp. 1011-15. 


Coum, G. In defense of the public interest. Soc, Research, Autumn 1960, pp. 205-307. 


Goutrer, D. Pour une éthique moderne du développement. Dévelop. et Civilisations, Sept. 
1960, pp. 10-23. 


Mevynaup, J. Qu’est-ce que la technocratie? Rev. Econ., July 1960, pp, 497-526, 
Rosst, G. L’impresa sovietica di Stato. Pol, d. Scambi, July-Aug. 1960, pp, 5-44. 


Saviu.te, J. Henry George and the British labor movement. Sci. and Soc., Fall 1960, 
pp. 321-38. 


Smite, R. J. Pre-industrial urbanism in Japan: a consideration of multiple traditions in 
a feudal society, Econ. Develop. and Cult. Change, Oct. 1960, pp. 241-57. 


Smirn, T. C. Landlords’ sons in the business elite. Econ. Develop. and Cult. Change, 
Oct. 1960, pp. 3-108 


| 
| 


NOTES 


Arthur F, Burns, National Bureau of Economic Research, has been appointed chairman 
of the American Economic Association nominating committee. Suggestions for officers of 
the Association in 1962 should be sent to him as early as possible. 


The Asociation announces the publication of Volume 1 of the Index of Economic 
Journals covering the period 1886-1924, Volumes 2 to 5, for the period 1925-59, will be 
published during the Spring of 1961. Members of the Association are invited to take 
advantage of a prepublication offer of $10.50 for the complete set. After April 15, 1061 
thé price will be $25.00. Orders may be placed with the publisher, Richard D. Irwin, 
Inc., Homewood, Illinois. 


Announcements 


The Social Security Administration has announced the initiation of a Cooperative Re- 
search and Demonstration Grant Program which will provide support for research of 
significance to social security programs and social welfare. At least during the first year 
priority will be given to projects related directly to the reduction of dependency and to 
improvement in programs under the Social Security Act. Grants will be made to public 
agencies and other nonprofit organizations, not to individuals. Application forms and 
instructions may be obtained from Dr. Ida C. Merriam, Director, Division of Program 
Research, Office of the Commissioner, Social Security Administration, 330 Independence 
Ave., S.W., Washington 25, D.C. 


The Immigration Research Digest is beitg published under the auspices of the Com- 


mittee on Research and Studies of the American Immigration and Citizenship Conference. 
It is a mimeographed summary of important new research contributions to the knowledge 
of migration—both in the United States and internationally. There will be two issues a 
year prepared under the editorship of Professor E. P. Hutchinson, Wharton School of 

nance and Commerce, University of Pennsylvania. The editor will appreciate suggestions 
for materials to be included in the series from persons interested in developments in the 
field of migration. 


The annual national conference and convention of the American Institute of Industrial 
Engineers will be held May 11-13, 1961 at the Sheraton Cadillac Hotel in Detroit. The 
entire program is designed to provide a variety of modern practical management tools to 
industry in general, Information about the convention may be obtained from James EF. 
McCartney, 12th Annual A.I.1.E. Conference, Room 29, 4181 Oakman Blvd., Detroit 4, 
Michigan. 


Deaths 
Nicola Garrone, emeritus, University of Rome. 
Russell C: Leffingwell, Morgan Guaranty Trust Co., October 2, 1960. 
William H. Martin, Pennsylvania State University, November 10, 1960. 
Lewis E. Severson, Beloit College, December 5, 1960. 


Retirements 


Esther E, Nelson, Hunter College. 
V. R. Wertz, Ohio State University, October 1960, 
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Visiting Foreign Scholars 


Just Faaland, Chr. Michelsens Institutt, Bergen, Norway: visiting professor of eco- 
nomics, University of Michigan, second semester 1960-61. 


John B. Heath, University of Manchester, England: Northwestern University, January 
to June, 1961. 


Jarg Niehans, Zurich, Switzerland: visiting professor of political economy, Johns Hop- 
kins University, February 1961-February 1962. 


Joan Robinson, Newnham College, Cambridge University: Northwestern, Chicago and 
Purdue Universities, March and April, 1961. 


Hugh Rose, Exeter University, England: visiting associate professor, Northwestern 
University. 


Orhan Tuna, University of Istanbul: visiting professor, New York State School of In- 
dustrial and Labor Relations, Cornell University, 1960-61. 


Promotions 


William H. Andrews, Jr.: professor of economics, Indiana University. 
William J. Barber: associate professor of economics, Wesleyan University. 

Joseph A. Batchelor: associate professor of economics, Indiana University. 

C. C. Bowen: assistant professor, Ohio State University. 

Paul C. Clayton: associate professor, Ohio State University. 

Robert C. Connor: assistant professor of production management, Graduate School of 
Business, University of Chicago. 

Robert Eisner: professor of economics, Northwestern University. 

Louis Fier: assistant professor, Brooklyn College. 

Clifton M. Grubbs: assistant professor of economics, University of Colorado. 

James B. Hendry: associate professor of economics, Michigan State University. 

Harry Malisoff: professor, Brooklyn College. 


James L. McKenney: assistant professor of business administration, Graduate School 
of Business Administration, Harvard University. 


Janet K. Messing: assistant professor of economics, Hunter College. 
Max G. Mueller: assistant professor of economics, Michigan State University. 


Lester G. Telser: associate professor of marketing, Graduate School of Business, Uni- 
versity of Chicago. 


F. W. Tuttle: professor of economics, University of Florida. 

Arnold Weber: associate professor of industrial relations, Graduate School of Business, 
University of Chicago. 

Fred M. Westfield: associate professor of economics, Northwestern University. 
Fred Witney : professor of economics, Indiana University. 


Administrative Appointments 
George K. Chacko: manager, operations research department, Hughes Semiconductor 
Division, Newport Beach, California. 
Frank T. de Vyver: assistant provost, Duke University. 
Morris E. Garnsey: chairman, department of economics, University of Colorado. 
Blaine E. Grimes: chairman, department of economics, Ohio Wesleyan University. 
George B. Heliker: chairman, department of economics, Montana State University. 


Walter E. Hoadley: vice-president and treasurer, Armstrong Cork Co., Lancaster, Penn- 
sylvania. 
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Richard A. Musgrave: chairman, department of political economy, Johns Hopkins 
University. 


Louis B. Perry, Pomona College: president, Whitman College. 


Richard K. Stuart, University of Maine: chairman and professor, department of eco- 
nomics, Whitman College. 


John G. Turnbull: acting chairman, department of economics, University of Minnesota. 
Charles J. Walsh: chairman, department of economics, Fordham University. 


Michael T. Wermel: dean, College of Business Administration and professor of eco- 
nomics, University of Hawaii. 


Appointments 
Michael Belshaw: assistant professor of economics, Hunter College. 
Glenn Burress: assistant professor of economics, University of Cincinnati. 
Stephen Campbell: department of commerce and economics, University of Vermont. 


Lowell J. Chawner, formerly U. S. Operations Mission to Korea: visiting professor, 
College of Business Administration, University of Washington. 


Carl F. Christ, University of Chicago: professor of political economy, Johns Hopkins 
University. 


R. L. Darcy, Oregon State College: Kansas State University. 


Henry B. Eyring: research associate in business administration, Graduate School of 
Business Administration, Harvard University. 


Milton Gilbert, Organisation for European Economic Co-operation, Paris: economic 
adviser, The Bank for International Settlements, Basle. 


Albert L. Gray, Jr.: professor of economics, Baldwin-Wallace College. 

Roy B. Helfgott, Pennsylvania State University: Industrial Relations Counselors, Inc. 
John B. Henderson: Andrew Wells Robertson Professor of Economics, Allegheny College. 
Randall W. Hinshaw: professor of international economics, Claremont Graduate School. 


Howard T. Hovde: professor of marketing, College of Business Administration, Drexel 
Institute of Technology. 


Subbiah Kannappan, Reed College: department of economics, Ohio Wesleyan University. 


Jeremiah Kaplan: professorial lecturer in behavioral sciences, Graduate School of Busi- 
ness, University of Chicago. 


Abdul G. Khan: visiting lecturer in industrial development, Graduate School of Public 
and International Affairs, University of Pittsburgh. 


John Klein, Oklahoma State University: associate professor of economics, Fordham 
University. 


Paul F. Lazarsfeld: visiting lecturer on business administration, Graduate School of 
Business Administration, Harvard University. 


James R. Lewis, Ohio State University: department of agricultural economics, Colorado 
State University. 


Harald Malmgren: assistant professor of economics, Cornell University. 


Paul E. Merz: associate professor, department of ecoriomics, Southwest Missouri State 
College. 


K. E. Miller: assistant professor of agricultural economics and research associate, Bureau 
of Business and Economic Research, University of Missouri. 


Dick Netzer, Federal Reserve Bank of Chicago: economic consultant, Regional Plan 
Association, Inc. 


Egon Neuberger : economist, The RAND Corporation. 
Peter Newman: lecturer in political economy, Johns Hopkins University, spring term. 


Harold C. Passer: company economist, Eastman Kodak Company, Rochester, New 
York. 
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Don V. Plantz, University of Kansas: associate professor, department of economies, 


Arizona State University. 

G. David Quiria: petroleum economies consultant, Department of Northern Affairs and 
National Resources, Ottawa, Canada. 

Leonard Rapping: assistant economist, The RAND Corporation. 

Jerome Rothenberg: visiting associate professor, Northwestern University, 

Gregor Sebba: professor, Graduate Institute of the Libera] Arts, Emory University. 

Warner Sichel, instructor in economics, Western Michigan University. 

Ezra Solomon, University of Chicago: director, International Center for the Advance- 
ment of Management Education, School of Business, Stanford University. 

Benjamin P. Spiro: consultant on development banks, Inter-American Development 
Bank. 

William O. Thweatt, International Cooperation Administration: program specialist, Ford 
Foundation, first at the International Program in Taxation at Harvard University, then 


to Katmandu as research and planning economist to the Planning Ministry of the Gov- 
ernment of Nepal. 


Leaves for Special Appointments and Assignments 
Irving Brecher, McGill University: joint director, Williams College Project Office, 
Karachi, Pakistan, for one year, August 1960-61. 
Alfred L. Edwards, Michigan State University: advisor of economics, MSU Project, 
University of Nigeria, September 1960 to September 1962. 
Max E. Fieser, Arizona State University: research associate, University of Oregon. 


George A. Fuller, University of Utah: Fulbright Lecturer, University of Helsinki, 
1960-61. 


Rolf Hayn, University of Oklahoma: United Nations, New York. 


Walter W. Heller, University of Minnesota: chairman, Council of Economie Advisers to 
the President. 


George F. Henning, Ohio State University: International Cooperation Administration 
consultant, Turkey. 


Herbert B. Howell, Iowa State University; International Cooperation Administration 
to consult with the Argentine government on beef production, fall 1960. 
James A. Maxwell, Clark University; staff appointment to carry out a study of pro- 


posal for extending federal financial assistance to state-local governments, Brookings In- 
stitution, spring and summer, 1961. 


Lester B. McAllister, Beloit College: National War College, Washington, 1961-62. 


Frank B. Miller, New York State School of Industrial and Labor Relations; visiting 
professor, University of Istanbul, Turkey, 1960-61. 


John C. Murdock, University of Missouri; research project with Community Studies, 
Inc., Kansas City, September 1960-61. 

Andreas G. Papandreou, University of California, Berkeley: director, Center of Eco- 
nomic Research of the Academy of Athens and economic advisor to the Bank of Greece. 

John H. Smith, American University, Washington: professorial lecturer in statistics, 
Graduate School of Business, University of Chicago. 

Wolfgang F. Stolper, University of Michigan: economic adviser to the Ministry of Eco- 
nomic Development, Federation of Nigeria, until summer 1962. 

C. R. Wharton, Jr., Council on Economic and Cultural Affairs, Inc., Singapore region: 
visiting fellow, department of agricultural economics, Cornell University, fall term 1960. 


Arthur A. Wichmann, University of Wichita: assistant program officer, International 
Cooperation Administration, Burma, from September 1959 for two years, 
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Resignations 


Sanford Bacon: Wharton School, University of Pennsylvania. 

Dewitt C. Dearborn: Graduate School of Business, Harvard University. 
Myra Janco: School of Business, Indiana University. 

Richard Rainey : The RAND Corporation. 

Williard E. Stone: Wharton School, University of Pennsylvania. 


Miscellaneous 
Peggy Bieley, formerly of Julian Langner Research, Inc.: has formed her own firm 
Peggy Bieley Research Associates, Inc., Miami, Florida. 
Raymond Coleman: resigning as dean of the College of Commerce, West Virginia Uni- 
versity, June 1961; after leave of absence 1961-62 for research under Food Foundation 
grant, will return as professor of economics and management. 


Nestor Marquez-Diaz, Loyola University of the South: has opened a business and eco- 
nomic consulting office in New Orleans. 


Richard S. Thorn: has been transferred from the European Office of the International 
Monetary Fund to the Western Hemisphere Department, Washington, D.C. 
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VACANCIES AND APPLICATIONS 


The Association is glad to render service to applicants who wish to make 
known their availability for positions in the field of economics and to 
administrative officers of colleges and universities and to others who are 
seeking to fill vacancies. 


The officers of the Association take no responsibility for making a selec- 
tion among the applicants or following up the results. The Secretary's 
Office will merely afford a central point for clearing inquiries; and the 
Review will publish in this section brief description of vacancies announced 
and of applications submitted (with necessary editorial changes). Since 
the Association has no other way of knowing whether or not this section is 
performing a real service, the Secretary would appreciate receiving notifi- 
cation of appointments made as a result of these announcements. It is 
— with those submitting such announcements to publish name and 
address or to use a key number. Deadlines for the four issues of the 
Review are Feburary 1, May 1, August 1, and November 1. 


Communications should be addressed to: The Secr , American 
Economic Association, Northwestern University, Evanston, Illinois. 


Vacancies 


Economist: A leading financial institution offers copeaenny for an economist with 
graduate degree, doctorate preferred, and a strong background in money and bank- 
ing, forecasting, and national income analysis. This position uires the ability 
to conduct independent research on a wide variety of problems bearing on Com- 
pany operations. Starting salary $7,300-$8,500, depending on education and ex- 
perience. Please send résumé giving full account of professional background. All 
replies will remain strictly confidential. P230 


Economist: Opening June 1 or September 1, 1961, for a rapidly growing state col- 
lege located in beautiful southern West Virginia. Doctor's degree required. Divi- 
sion of Business staff consists of eleven young faculty members and an enrollment 
of more than 300 majors. Concord College is accredited by the North Central Asso- 
ciation of Colleges and Secondary Schools and the National Council for Accredita- 
tion of Teacher Education. Apply to Dr, Cloyd P. Armbrister, Chairman and Pro- 
fessor, Division of Business, Concord College, Athens, West Virginia. 

Economics, principles and one advanced course: Ph.D. or all work completed ex- 
cept thesis (others will be considered) for eastern Catholic men’s college, February 
or September, 1961. Instructor's rank, $4,000-$6,000; assistant professor, $5,000- 
$7,000. Rank and salary according to education and experience. P232 


Accounting: Desire person with at least a master’s degree, aye experience and 


teaching experience in accounting; C.P.A. certificate would be desirable. Rank from 
instructor to associate professor. Salary range $5,500-$7,500. P233 


Economist: To do research and consultant work with the Department of the Treasury, 
San Juan, Puerto Rico. Position will be on Civil Service basis. Ph.D. degree, or ad- 
vanced work leading to it, required; specialization in public finance and/or money 
and banking desirable. No previous experience required. Annual salary $7,200 plus 
personal travel expenses to and from Puerto Pico. Persons interested please write 
to the Director, Office of Economic and Financial Research, Department of the 
Treasury, P.O. Box 4515, San Juan, Puerto Rico. 


Economist: Catholic college in Eastern Canada desires M.A. or Ph.D. to begin in 
September, 1961. Specialization in one or two of the following fields: money and 
banking, labor, statistics. Rank (lecturer or assistant professor) and salary according 
to education and experience. P234 


: 


Economist: To fill new position of Director of Institutional Research at all-male lib- 
eral arts college to carry forward projections made in recent preliminary study by the 
college of its long-range plans. The Director will execute research projects concern- 
ing the general operation of the college, collaborating with faculty and administra- 
tion, and should have sufficient interest in the purposes and problems of the liberal 
arts college to be able to identify problem areas and initiate research. Salary range 
$7,000-$9,000, depending upon education and professional experience; substantial 
fringe benefits. Ph.D. in economics desirable but not absolutely essential. College 
teaching experience in a liberal arts context highly desirable. Address inquiries to 
Frederick deW. Bolman, Jr., President, Franklin and Marshall College, Lancaster, 
Pennsylvania. 


Head, Department of Economics: New department of economics at rank of associate 
professor or professor. Ph.D. in economics, teaching experience, publications, and 
experience in directing doctoral dissertations are required. Salary approximately 
$10,000-$12,000 for eleven months. Midwest, September, 1961. P235 


Economics and business administration: Small, fully accredited, church-related (Lu- 
theran) liberal arts college. Candidates must have a Ph.D. in the field of economics 
and business administration; preparation should include economic theory, history of 
economic thought, accounting, finance, management, and marketing. Business and 
teaching experience are highly desirable. Salary and rank depend upon preparation 
and experience, Full-time faculty member for position beginning in September, 1961. 

P236 
Accounting and business statistics: Central Pennsylvania liberal arts college with 
eight-man business and economics staff seeking man to teach various accounting 
courses and elementary business statistics. Accounting courses include managerial, 
cost, tax, auditing. Will also teach occasional management courses. Salary $5,000- 
$8,000, depending upon qualifications. Normal load is 12 hours. P237 


Business administration: School of business administration in Washington, D.C. 
Openings in industrial management, international business, marketing, finance, per- 
sonnel management, behavioral sciences. Ph.D. required. Ability to work with busi- 
ness groups, use case method preferred. Rank and salary dependent on qualifications. 
P238 

Economists Available for Positions 


Econometrics, mathematical economics, agricultural economics: Man, in late twen- 
ties; Ph.D., large midwestern university. One year of industrial research experience; 
publication. Desires teaching and/or research position in university. E907 


Marketing research, international trade, finance, economic development; Man, 36, 
married; candidate for M.A. (Economics). Eight years of sales experience; over 3 
years of experience marketing research and analysis consumer and agricultural goods; 
1 —_ Census experience. Bilingual English-Spanish. Desires research position. Eee 
relocate. 913 


Principles, economic theory, econometrics, statistics, mathematics (through diff erential 
calculus); Man, 24, married; completing M.S. (economics) in January, 1961, at large 
midwestern university. Research and/or teaching position desired for 2-3 years before 
returning for Ph.D. James D. Clokey, 17-6 Ross Ade Drive. West Lafayette, Indiana. 
Economic and political theory, economic principles, sociology: Man, Ph.D. Germany. 
Very seasoned teacher; many years of residency in America. E915 


Economics, finance, management; Man, 50, married; Ph.D. Business experience; 
diversified teaching experience, including administration; various publications. Desires 
teaching, administrative, or research position. E916 


Economic development, international economics, business economics, economic analysis, 
industrial planning: Man, 34, married; B.S., M.B.A., major New York university; 
requirements for Ph.D. completed pending dissertation. (Dissertation, on land and 
economic development, based on a case study of Italian economic development, com- 
pleted this year under a Fulbright grant and an Italian government award.) Fluent 
in several languages. Seeks position in economic research and/or teaching college 
economics. Will accept foreign assignments. E917 


Public finance, history of economic thought, economic principles or theory: Man, 48; 


Dr.rer.pol. from German university. Teaching experience in foreign country. Seeks 
position in college and/or in research. E921 


Economics, statistics, marketing, marketing research, farm economics; Man, 37, 
married; B.Sc. (University of Copenhagen), M.A. (lowa State), Ph.D. (Cornell). 
Ten years of experience in commercial research, teaching, and consulting. Will con- 
sider academic teaching combined with research, business, or government. Would go 
abroad. Available immediately. E924 


Business statistics, mathematical statistics, statistical quality control, traditional and 
mathematical economic theory: Man. Six years of teaching experience. Available in 
June, 1961. E925 
Economic theory, international economics, Soviet economics, national income analysis, 
transportation and industrial economics: Man, 33, married; Ph.D., Columbia Uni- 
versity. Six years of progressive resear-h experience in transportation, industrial input- 
output studies, and national income analysis. Currently employed with a national 
research organization. Available for teaching and research in the spring, 1961. E926 


Contemporary economics and history of economic thought, money and banking, labor 
economics, business fluctuations, international economics and trade: Man, 30; M.A., 
currently writing Ph.D. dissertation. Presently teaching in a large state university 
but desires a change. Interested in teaching and/or research. Available in June or 
September, 1961. E929 


Economics, finance: Man, 42. Eleven years of teaching experience on college-univer- 
sity level. Physical location at present, better salary considerations, and desire for 
more specialization in chosen fields are basic reasons for wanting to relocate. Availa- 
ble in September, 1961. E930 


Economic principles, statistics, industrial organization, finance: Man, 37, married; 
completing all courses for Ph.D. during 1960-61 school year; holder of National 
Defense Fellowship. Seeks part-time research or teaching in southern California area 
for 1961-62 school year while writing dissertation. E932 


Labor economics, labor law, business law, government and business, marketing, busi- 
ness management: Man, 32; M.B.A. (labor relations), LL.B. Three years in sales 
office management; 5 years of teaching. Seeks teaching position with or without ad- 
ministrative duties. Available in September, 1961. E935 


Principles, monetary theory, international economics, national income analysis, com- 
parative economic systems, price theory: Man, 38; B.A. (French), B.S. (Commerce), 
M.A. and Ph.D. (Economics). Nine years of teaching experience plus one year gov- 
ernment experience; dissertation on International Monetary Fund. Teaching experi- 
ence includes wide variety of courses. Desires teaching position in college or uni- 
versity or research position with public agency or private organization. E939 


Principles, economic theory, economic policy, money and banking, national income, 
accounting: Man, 35, married; M.A., Ph.D. completed except thesis, which will be 
finished by next September; fellowship and research student at L.S.E. Teaching and 
business experience; presently visiting assistant professor in a midwest university. 
Would like a teaching position. Very good references available. E941 


Industrial organization and public policy, industrial location, regional science, eco- 
nomic theory and history, monetary economics, economic development: Man, 39, 
married; Ph.D., Harvard University. Eleven years of teaching experience, combined 
with research; publications. Seeks college or university teaching or teaching-research 
position. Available in June or September, 1961. E942 


Business administration, economics: Woman; Ph.D. Available for teaching and re- 
search in September, 1961. E943 


Business administration: Man, married; B.A. in chemistry, M.S., Ph.D. in business 
administration. Diversified teaching experience in the areas of finance, management, 
and mathematics; business experience as consultant, business manager, and purchas- 
ing agent. Currently associate professor and department head. Desires teaching and/ 
or administrative position. Available in June or September, 1961. E946 


Economic principles, labor economics, labor law, public utilities, economic thought, 
comparative economic systems, U.S. economic history: Man, 30, married; B.A., M.A., 
Ph.D. dissertation in process. Five years of full-time college teaching; member of 
state panel of arbitrators; recipient of research grant; experience as research assistant, 
job analyst, supervisor of State Department project; instructor for evening adult 
school. Desires position at liberal arts college or university. Available in September, 
1961. E947 


Economic principles, Latin-American history, comparative systems, resources, inter- 
national economics: Man, over 45; Ph.D. (1959), 100 graduate semester hours in 
economics. Five years of teaching experience; many years as federal official doing 
economic work with residence abroad; fluent in Spanish. Not an econometrician. 
Author of book and coauthor of another. Desires 12- or 15-hour-load teaching posi- 
tion with tenure in temperate U.S. area or West Indies. Saturday, night, or off-campus 
work at extra pay only. Salary open. E948 


Economic principles and theory, business and economic statistics, quality control, 
managerial economics, business conditions analysis: Man, 36, married; B.S., M 

Ph.D. dissertation nearly finished. Six years of successful university teaching. Seeks 
teaching position in nonmetropolitan area, preferably in the northeastern states. 
Available in September, 1961. E949 


Economics: Man, 45; M.A., Ph.D. (economics). Years of teaching experience; Ford 
Foundation grant. Now on a university faculty. Desires teaching or research position 
in Southwest or West with above-average responsibilities. E952 


Economic principles, income analysis, history of economic thought, price theory, labor 
economics: Man, 40; Ph.D. from large eastern university. Several publications in 
well-known journals. Now teaching at liberal arts college in Midwest. Desires aca- 
demic position with opportunity for research. Available in September, 1961. E954 


Marketing, labor, government finance, government and industry, national income— 
business cycles, history of economic thought: Man, 44, married; Ph.D. Seventeen 
years of college teaching experience. Desires teaching position in a college or uni- 
versity in the northeast. Available in September, 1961. E955 


Economic development, international economics, money and banking: Man, 41; 
Ph.D., Columbia. Extensive experience in South Asia (India and Pakistan) and 
Western Europe. Publications in U.S. and abroad; recipient of major grants; knowl- 
edge of French, German, and Italian. Thirteen years of graduate and undergraduate 
teaching experience at major universities. Desires to make change. Minimum: associ- 
ate professorship. E956 


Economic principles and theory, financial analysis and p) uning, business economics, 
systems and procedures: Man, 27; completing master’s « sertation in economics off- 
campus (all course requirements completed). Currently with leading research foun- 
dation. Desires half-time teaching and/or research position with university, or half- 
time to three-fourths time research position with business firm, trade association, or 
government agency. Planning to continue studies toward doctorate in economics on a 
part-time basis. Available in September, 1961. E958 


Economic theory, monetary theory, cycles and forecasting, econometrics, statistics: 
Man, 31, married; Ph.D. Experience as corporation economist, consultant, and gradu- 
ate and undergraduate faculty member, Book, monographs, and articles. Seeks teach- 
ing, research, or industry post with professional challenge and potential. West, 
Northwest, or Midwest preferred. Available in September, 1961. E959 


Econometrics, statistics, mathematical economics, history of economic thought, gov- 
ernment and business, institutional economics: Man, 27, matried; Ph.D. just com- 
pleted at large midwestern university. Will consider academic teaching condiannd 
with research opportunity, business, or government. Available in June or September, 
1961. E960 


Principles, labor economics, history of labor, comparative economic systems, person- 
nel: Man, 35, married; Ph.D. to be received in June, 1961, from large midwestern 
university. Three years of successful college teaching; 2 years director of internship 
program in industrial relations. Seeks teaching position with opportunity for research. 
Available in September, 1961. E961 


Money and banking, economic theory, statistics, business administration: Man, 41, 
married; B.S. ir Mechanical Engineering, M.B.A., currently writing Ph.D. disserta- 
tion. Seeks position in economic research and/or teaching. Available in June or Sep- 
tember, 1961. Prefers northeast. Arthur Robert Dorsch, P.O. Box 3507, University 
Station, Gainesville, Florida. 


Investments, finance, international relations: Man, 57; M.A., M.S., Ph.D. Broad busi- 
ness experience as well as teaching experience, including administration as depart- 
ment head; various publications; presently professor of finance; excellent references. 
Desires position teaching above subjects. Available in fall, 1961. E962 


Economics, monetary economics, labor economics, social security systems, statistics, 
macro and micro theory: Man, 38, married; Ph.D., Wisconsin. Eight years of teach- 
ing experience; 3 years as head of department; 2 short publications; some tax re- 
search. Would like to locate with reputable school which would allow him to teach 
one-half to two-thirds load so as to permit further study in mathematics and econo- 
metrics; excellent references, Available in September, 1961. E963 


Management, labor, economics: Man, in 40's, married; Ph.D., economics-manage- 
ment, Big Ten. Experienced with accreditation, curricula, academic policies and pro- 
cedures, graduate students. Continuous references of industrial and university experi- 
ences. Desires to locate permanently among good faculty environment. E964 


Labor: Man, 43, married; M.A. in economics, U.C.L.A., 1959. Employed past year 
and a half with private firm doing research and arbitration case work for unions; 20 
years of union experience as organizer, business agent, grievance committeeman, and 
member. Maintenance machinist with 10 years at trade. Seeks position that will utilize 
this combination of training and experience. E965 


Labor and industrial relations, social security, economic theory and thought, com- 
parative economic systems, international economics, public finance, European and 
American economic history: Woman, married; Ph.D. expected in 1961. Two years of 
experience teaching at a university on a temporary appointment; 3 years part-time; 
concurrent adult extension courses; publications. Desires teaching at smaller liberal 
arts college or combination teaching and research appointment in industrial relations. 
Free to move. E966 


Economic theory, international economics, Soviet and Chinese economics, economic 
development and growth, industrial organization, public finance, monetary theory, 
business cycles, economics statistics, mathematical economics, marketing, market re- 
search, price policies; Man, 33; M.S. (marketing), Ph.D. (economics), postdoctoral 
study. Widely diversified and progressive experience in teaching and research, East, 
South, and West; publication; Ford Foundation grant. Desires teaching and/or re- 
search position requiring rigorous standards of professional training. E967 


Economics, finance: Man, 40, married; Ph.D. in economics. Eleven years of success- 
ful teaching experience in both eastern and western universities; 3 years of govern- 
ment research; reads, writes, speaks French fluently. Desires challenging research- 
teaching position. Available in September, 1961. E968 


Soviet economics, comparative economics, principles, history of thought: Man, 32, 
married; B.A., M.A., Ph.D. dissertation in process. Research experience in the field 
of Soviet economics. Some college teaching experience. Available in September, 1961. 

E969 


Industrial and mineral economics: Man, 35, married; B.Sc. Honors, M.A. course re- 
quirements completed and thesis in progress. Extensive experience in applied eco- 
nomics, Canada, U.S., Europe. University research; publications; languages. Requires 
position in U.S. or abroad as company or research economist. E970 


Money and banking, international trade: Man, 31; Ph.D. course work completed. 
Seventeen months of experience as director of research for a banking association; 1 
year on an international trade project; good knowledge of Spanish. Desires a staff 
position in research or administration with private industry or a teaching-adminis- 
trative position with a university. E971 


Economic principles, labor economics, U.S. economic history, public utilities, money 
and banking, international economics: Man, 26; B.S. in education, M.A. in econom- 
ics, several courses toward Ph.D. Four years of teaching experience. Desires college 
teaching position. Available in June or September, 1961. E972 


International economics, economic development, foreign trade policy, money and 
banking: Man, married, retiring from international organization. Extensive teaching 
experience at leading universities in U.S. and Europe; published books on interna- 
tional and monetary problems; economic research covering many fields and firsthand 
experience in Asia, Europe, and Latin America. Desires full or partial teaching load 
in university with opportunity for research and publication. Available in fall, 1961. 

E973 


PU 
be 


Principles, statistics, international economics, transportation and public utilities, eco- 
nomic theory, money and banking: Man, late 20's; Ph.D. Seven years of college and 
university teaching experience, including present position and 2 years of govern- 
mental research; publications in print and in progress. Desires teaching position with 
good opportunity for advancement and with teaching load which permits research. 
Available in September, 1961. E974 


Marketing, statistics, economic analysis, money and banking, international economics, 
public finance, history of economic thought: Man, married; Ph.D. credits completed. 
Nearly 15 years of responsible professional experience in directing and conducting 
economic and marketing research for management. Fellowship; university teaching. 
Seeks teaching or business position. E975 


Economic development, business fluctuations, history of economic thought, economic 
principles, economic history: Man, British trained economist with Ph.D. Experienced 
teacher in English and American institutions; some publications; excellent references. 
Seeks post with teaching and research facilities, preferably in Pacific Coast or north- 
east region. Available in September, 1961. E976 


Industrial and labor relations, economic principles, economic history: Man, 38; A.B., 
M.S., Ph.D. dissertation in process. Two years of university teaching; 1 year adult 
education. Salary and location open. E977 


Principles, managerial economics, business cycles, history of economic thought, 
money and banking, economic theory, public finance, corporate finance, industrial 
management: Man, 35; Ph.D., 1959. Many years of successful college teaching; now 
department head, economics and business, of a small liberal arts college. Interested 
in teaching (or administration) in qualified college or university with excellent li- 
brary facilities. Available in June, 1961. E978 


International economics, economic development, macroeconomics, public and business 
ad ministration: Man, 29; Ph.D., Columbia University, M.B.A., Harvard University. 
Three years of teaching experience at graduate and undergraduate levels; economist 
with an international organization; some industrial experience. Available in July, 


1961. E979 


Economic theory, labor, finance: Man, in 40's. Twenty years of postdoctoral research, 
writing, and teaching. Primarily interested in graduate level instruction and re- 
search. In Who's Who in America, Who's Who in Commerce and Industry, etc. 


E980 


International finance and economics, general business administration, international 
relations: Man, American, 26; M.A. requirements to be completed in June, 1961. 
Two and a half years of graduate study, in top 1 per cent of undergraduate graduating 
class. Twenty-seven months previous residence and travel in Africa (Ethiopia) and 
Middle East; currently residing in’ Europe; recent personal visits to the ECSC, the 
Council of Europe, NATO, and the EEC; good knowledge of technical French. De- 
sires a position with an organization with international interests. James E. Ammer- 
man, Box AMM-J, Bologna Center of Johns Hopkins University, Largo Alfredo 
Trombetti 3, Bologna, Italy. 


Industrial and labor relations, personnel administration, labor problems, collective 
bargaining, training: Man, 37, married; B.A., M.A., working on Ph.D. Eight years 
of industrial and labor experience; 1 semester of university instruction. Desires new 
position with private industry or university. Will relocate, Salary $12,000. E981 


International economics, foreign marketing, finance, business cycles, international eco- 
nomic development: Man, 32; M.A., Harvard University, M.B.A., Wharton School. 
Industrial and financial management experience; record of successful administration 
and co-ordinated planning. Wishes opportunity to participate in foreign economic 
development and international monetary field. E982 


Industrial management labor relations, personnel management, labor economics, pro- 
duction courses, industrial engineering: Man, married; Ph.D. candidate, dissertation 
scheduled for completion in March, 1961. Extensive experience includes 14 years of 
teaching, industrial consulting, labor arbitration, research supervision, and adminis- 
tration plus industrial employment. Desires teaching, research supervision, or admin- 
istrative position in university. E983 


International economics, economic development: Man, 64, married; Ph.D., George 
Washington University. Thirty-five years of experience in U.S. government, balance- 
of-payments and foreign investment research, international economic problems and 
relations. Foreign experience, Desires teaching position, preferably small university. 
Available in fall, 1961. E984 


Economics, money, banking, and finance, accounting, business law, management: Man, 
56; J.S.D., Ph.D. Experienced college economics teacher; professional experience in 
law and accounting practice. Norman S. Lehrman, 1300A Midland Avenue, Yonkers, 
N.Y. 


Principles, economic theory and history, public finance, resources: Man, late 40's, 
married; Ph.D., 1960, M.A., Columbia. Fifteen years of writing, research, and admin- 
istration in utility and oil industries and government. Desires teaching. Available in 
June or September, 1961. E985 


Labor economics, statistics, cycles and forecasting, theory: Man, 38, married; Ph.D. 
Ten years of college teaching experience; presently chairman of department. Seeks 
teaching, administrative, or research position in large eastern city. Available in June 
or September, 1961, or September, 1962. E986 


International economics, economic geography, Soviet and satellites economy: Man, 
47; M.A., currently writing Ph.D. dissertation. Studies in Europe and here; 7 years 
of research experience; 8 years of business experience in foreign trade; German, 
French, and Slavic languages. Available for teaching and research in spring, 1961. 

E987 


Business management, marketing, public finance, investments, economic principles, 
business history and trends: Man, 45, married; M.A., work toward Ph.D. Fifteen 
years in business management; assistant to chief executives. Also some teaching, 
newspaper and magazine editorial work, and city planning; presently management 
consultant; publications; conservative leanings. Wishes to devote full time to teach- 
ing and writing. Available after June, 1961. E988 


Economic principles, labor economics, money and banking, introductory business sta- 
tistics: Man, 36; M.B.A. (industrial relations), Ph.D. (economics). Four years of 
teaching experience. Seeks college teaching position in Southwest, West Coast, or 
South. Available in September, 1961, E989 


WHO is at work on a satellite system for global telephone and TV transmission? 


WHO provides the communications channels for America’s missile defenses? 


WHO is girdling the globe with communications for America’s first man into space? 


WHO tapped the sun for electric power by inventing the Solar Battery? 


WHO used the moon for two-way conversations across the country? 


WHO guided Tiros and Echo into accurate orbit? 


WHO made your pocket radio possible by inventing the Transistor ? 


WHO maintains the world’s largest, finest industrial research facilities? 


WHO supplies the most and the best telephone service in the world? 


WHO has the UNIVERSAL communications organization ? 


THERE’S ONLY ONE ANSWER TO ALL TEN QUESTIONS 


BELL TELEPHONE SYSTEM (B) 


Pioneering in outer space to improve communications on earth 


‘ 
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OUTSTANDING NEW BOOKS 
MONEY AND BANKING, 4th Ed. 


Raymonp P. Kent, University of Notre Dame 


The revision of this successful text takes account of recent devel- 
opments in theory and policy; the creation of new institutions and 
changes in the functions of others; and adjustments in laws, regu- 
lations, and practices. April 1961, 850 pp., $8.00 tentative 


STUDIES IN ECONOMIC DEVELOPMENT 


BERNARD OKUN, Princeton University 
Ricnarp W. Ricnarpson, International Monetary Fund 


Thirty-nine articles with concise introductions cover major prob- 
lem areas in the field of economic growth. Some representative 
writers are Kuznets, W. A. Lewis, Rostow, Viner, Domar, Nurkse, 
and Hoselitz. A carefully edited selection from the classical econo- 
mists is included. April 1961, 512 pp., $6.75 tentative 


ECONOMICS: Measurement — Theorles — Case Studies 


Grorce Souter, Emeritus, Bennington College 


Designed for students who need a knowledge of economics as an 
essential part of a liberal education, this beginning text intro- 
duces statistical measures, presents fundamental principles, and 
provides realistic case studies. May 1961, 448 pp., $5.00 tentative 


THE TEACHING OF ELEMENTARY ECONOMICS 


A Conference of College and University Teachers at the Merrill 
Center for Economics. Edited by Kenyon A. KNopr and James H. 
Strauss, both of Grinnell College 


Twenty-five participants in this fruitful conference discuss many 
innovations in standard teaching methods. 1961, 288 pp., $3.50 


ECONOMIC SYSTEMS, REV. ED. 


Grorce N. Haim, The Fletcher School of Law and Diplomacy, 
Tufts University 


This revision of the admired theoretical analysis of economic sys- 
tems conveys a sound understanding of the major types of systems 


extant. 1960, 350 pp., $5.00 
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p—— A CHECK LIST OF RECENT IRWIN TEXTS 


Anderson, Gitlow, and Diamond ..General Economics: A Book of Readings 
Beal and Wickersham The Practice of Collective Bargaining 
Brandis Economics: Principles and Policy 
Public Principles of Public Debt 

Introduction to Mathematical Economics 


Theory of Wages and Employment 


get. Bradford, and Alt—Revised Edition 
.. «Business Economics: Principles and Cases 


Davidson, Smith, and Wiley Economics: An Analytical Approach 
Due—Revised Edition Government Finance: An Economic Analysis 
Gambs and Wertimer Economics and Man 


Gitlow 


The Economic System 

Economic Fluctuations: Growth and Stability 
Principles of Economics 

Public Regulation of Business 

Aggregate Economics and Public Policy 
Introduction to International Economics 


Spencer and Siegelman 
Managerial Economics: Decision Making and Forward Planning 


Locklin—Fifth Edition Economics of Transportation 


Public Policies toward Business 


Write for Examination Copies 


PUBLISHERS FOR THE AMERICAN ECONOMIC ASSOCIATION 


“— RICHARD D. IRWIN, INC. 


HOMEWOOD, ILLINOIS 
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Cohen and Hanson—Revised Edition 
Personal Finance: Principles and Case Problems 
Labor Economics and Industrial Relations 
seeeceeeeceeeel be American Economy: Principles, Practices, and Policies 
Kindleberger—Revised Edition ...................International Economics 
Kuhlman and Skinner ....... 
Lee—Revised Edition ........ 
| Peach—Revised Edition ...... 
Snider—Revised Edition ..... 
Wilcox—Revised Edition ................ 


The Soviet Industrialisation 
Debate, 1924-1928 


By Alexander Erlich. “Erlich has put us in his debt. . . be haw made a 
contribution to our understanding of the contemporary Communist world as well 
as to our knowledge of the history behind the Soviet economic growth that has 
#0 transformed the world balance of power.”"—N. Y. Times Book Review $6.00 


The Structure of the 
East German Economy 


By Wolfgang F. Stolper, with the assistance of Karl W. Roskamp. A unique 
comparison between a free and a communist economy; for two such systems, now 
run on different principles but historically much alike, coexist only in Germany. 
Equal in importance to the first studies on the Russian economy, it is the first 
full Western economic analysis of a Community satellite. $10.00 


Labor in Finland 


By Carl Erik Knoellinger. Finland's precarious proximity to Russia makes this 
small country a unique and revealing study in contemporary social and economic 
patterns. In this first English book on the Finnish situation, Mr. Knoellinger 
makes perceptive analyses of detailed data on the varied aspecta of his subject. 


$6.00 


Labor in Canadian 
Agriculture 


By George V. Haythorne. This study traces the changing place and character 
of agriculture and of farm manpower in the developing Canadian economy, 
examines the major influences affecting labor in agriculture, and reviews the eco- 
nomic problems of Canadian farm workers and the factors affecting optimum 
utilization of agricultural manpower and resources. Paper Covers $1.75 
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Potentials of the 
American Economy 


SELECTED ESSAYS OF SUMNER H. SLICHTER 


Edited by John T, Dunlop. This collection of 28 essaya by Sumner H, Slichter 
is a tribute to the searching mind and broad intellectual powers of this great 
American economist. Representative of the full span of his career, the selections 
extend from Slichter’s prophetic piece on industrial morale in 1920 to his cogent 
analysis of the underlying economic prospects in 1959, $7.50 


Migher Education in the 
United States 


THE ECONOMIC PROBLEMS 


Edited by Seymour E. Harris. David Riesman, Eldon J. Johnson, Rexford G. 
Moon, Jr., Barnaby C. Keany, and other distinguished educators and economists 
discuss the financial crisis in our schools as education tries to meet the wide 
demands of tomorrow's complex world. $5.50 


Mousing and 
Economic Progress 


A STUDY OF THE HOUSING EXPERIENCES OF BOSTON’S 
MIDDLE-INCOME FAMILIES 


By Llayd Rodwin. Boston, an old city with adequate records, is the subject of 
this statistical study of rising income and the effects on middle-income housing 
conditions in the past century, including expenditure patterns, rent levels, standards, 
land use patterns, middle income housing movements, tenure issues, and theory 
of residential growth and structure. Joint Center for Urban Studies, 2. $7.50 


The Charles Ilfeld Company 


A STUDY OF THE RISE AND DECLINE OF 
MERCANTILE CAPITALISM IN NEW MEXICO 


By William J. Parish, In a pioneering study of far western commercial enter- 
prise from Santa Fe Trail days to the present, detailed company records reveal 
the merchants’ solutions of monetary exchange, balance of trade, and transpor- 
tation problems, in depression and prosperity. Finally, the author traces the defeat 
of mercantile capitalism by modern specialization. about $10.00 


UNIVERSITY PRESS 
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OXFORD BOOKS 


OF EXCEPTIONAL INTEREST 


ENGLISH OVERSEAS TRADE STATISTICS 


By ELIZABETH BOODY SCHUMPETER, This book consists of forty- 
seven tables of important English export statistics between the years 1697 
and 1808 which were prepared by Mra, Schumpeter before her death, The 
long, important Introduction has been done by Professor T. 8. Ashton in 
her stead, $7.20 


THE CROWN AND 
THE MONEY MARKET 1603-1640 


By ROBERT ASHTON, This study of the debtorereditor relationship 
between those two inveterate royal borrowers, James 1 and Charles I, and 
the London business community offers a detailed account of an often 
ignored aspect of early Stuart financial history that will interest political 
as well as economic historians, $4.00 


INFORMATION AND INVESTMENT 
A Study in the Working of the Competitive Economy 


By GEORGE BARCLAY RICHARDSON, Believing that entrepreneurs 
would be unable to obtain the information they needed to make decisions 
in the hypothetical perfectly competitive economy, Mr. Richardson goes 
on to give a convincing account of what can be learned from thie possible 
flaw in a theoretical model which has long been very useful to economists, 


6 text figures. $3.40 


CENTRAL BANKING 

IN SOUTH AND EAST ASIA 

Edited by 8S. GETHYN DAVIES. This is a review by eminent bankers and 
economists (mostly Asian) of central banking in eleven Asian countries: 


Burma; Ceylon; China; India; Indonesia; Japan; Korea; Malaya; Pakis- 
tan; The Philippines; and Viet-Nam. $3.75 


At all bookstores 


OXFORD UNIVERSITY PRESS, 417 Fifth Avenue, N.Y. 16 
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What Americans should know about... 


THE UNITED STATES IN 
THE WORLD ARENA 


An Essay in Recent History 


By W. W. ROSTOW. An examination of our foreign policy during 
the past 25 years that “gets to the heart of the big things that are 
happening in the world. It is freshly thought and written—a 
magnificent preface to a new decade of choice.”—Aucust Heck- 
SCHER. $8.75 


THE COST OF FREEDOM 


A New Look at Capitalism 
HENRY C. WALLICH. A modern conservative’s profit and 


loss statement on a free economy—spells out the efforts and sacri- 
fices we must accept as the cost of freedom, resisting beguiling 
short-cuts to economic growth, “Dr, Wallich’s easily read new 
book is superb. .. +» He gives an exciting new dimension to a free 
economy.” B, RANDALL. $3.75 


THE QUESTION OF 


GOVERNMENT SPENDING 
Public Needs and Private Wants Third Printing 


By FRANCIS M. BATOR. “The book is not simply good; it is 
concerned with a matter that lies at the root of many of our eco- 
nomie Tarsus, in The Nation. “It will, I 
think, have a gradual though rofound influence on American 
thinking in these matters.”—Watter LippMANN. $3.75 


POSTWAR ECONOMIC TRENDS 
IN THE UNITED STATES 
Edited by RALPH E. FREEMAN, Ten M.L.T. experts furnish 


fresh ammunition for the “Great Debate” with a comprehensive 
analysis of economic development in the United States since 
World War II. “All sound contributions . . . proof that economic 
scholarship does not exclude readability.”—Library Journal. 


$6.00 
At your bookstore or from Dept. 32 


HARPER & BROTHERS, N. Y. 16 
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Allyn and Bacon College Division presents 


3 NEW TEXTS 
FOR OUR MODERN ECONOMY 


CHALLENGE TO THE AMERICAN ECONOMY: 
An Introduction to Economics 
Rendigs Fels, Vanderbilt University 


Uniquely presented within the framework of a probleme approach, thie text is 
designed to teach important ideas, Parte | and IL utilise poliey problems as a 
vehicle for teaching the fundamental ideas of economics, In Part HL, the pussle 
type of problem te used to teach deductive theory and to improve the student's 
araep of what he has learned in the first two parte, 


MONEY AND BANKING 
C. Lowell Harriss, Columbia University 


With a focus on modern conditions and probleme of money and banking today, 
this text exposes the reader to the basic finaneial institutions and the theory 
of how they operate and how they can be controlled in the best interests of the 
public. By carefully avoiding unnecessary complications and the detailed hie 
torical background, the reader's attention is directed to the essentials of today's 
banking and monetary theory. 


FUNDAMENTAL STATISTICS 
FOR BUSINESS AND ECONOMICS, Second Edition 


Neter and Wasserman 


The Second Edition of thie highly enceesefal texthook has been carefully revised 
and brought up te date, and will make an even greater contribution to the teach- 
ing of modern statiatics, By stressing the concepts underlying statistical methods, 
the authors lead the reader logically and carefully toward a fuller understanding 
of the use of statistical techniques as tools of management decision-making. 


and coming soon... 


FUNDAMENTAL STATISTICS WORKBOOK 


Byron Newton, Oregon State College 


for further information, write to ARTHUR B, CONANT 


7 4 ALLYN AND BACON COLLEGE DIVISION 
“Cc? 150 TREMONT STREET, BOSTON 11, MASS. 
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UNIVERSITY PRESS 


Trends in Government Financing 
By Morris A. Copeland 


This study indicates that war expenditures have been the most important single 
cause of the increase in the federal debt, with government counter-cyclical expendi- 
tures the second moat important factor, The increase in atate and local debts is found 
to be largely due to the technological revolution, Published for the National Bureau 
of Economie Research, 266 pages. $6.00 


Public Finances: Needs, Sources, and Utilization 


National Bureau of Economic Research Special Conference 
Series, 12 


Reflecting the hightened interest of American scholars in the collective decision. 
making process in the study of public finance, all the papers in thie volume are de 
voted to diflerent aspects of this question, They do not examine individual behavior 
in response to government fiscal action, but rather individual behavior in making 
decisions that constitute fieeal action. Published for the National Bureau of Economic 
Research. 576 pages. $12.00 


Business Cycle Indicators Two Volumes 
Edited by Geoffrey H. Moore 


Volume One, Contributions to the Analysis of Current Business Conditions, ana- 
lyzes a large number of indicators, presents a short list of those found most useful, 
and explains why some “lead” while others “lag.” Volume Two, Basic Data on 
Cyelical Indicators, contains statistical data upon which conclusions in Volume One 
are based. Published for the National Bureau of Economic Research. 


Vol. 1, 600 pages. $12.50 
Vol. Il, 350 pages. $4.50 
Set of Both Volumes. $15.00 


Order from your bookstore, or 
PRINCETON UNIVERSITY PRESS 


Princeton, New Jersey 
Please mention Tut Amentcan Economic Review When Writing to Advertisers 
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Ready in April 
ECONOMICS AND AMERICAN INDUSTRY 


By Lronarn W, Wriss, San Jose State College and the University of 
Minnesota. 


This book combines the standard theory of the firm and the market 
place with studies of seven of our most important industries and one of 
our most prominent unions, These studies embrace the fields of agri- 
culture, textiles, aluminum, electric power, steel, automobiles, and re- 
tailing. In each case, micto-economic theory is both illustrated and 
evaluated by an examination of the industry involved. As a result, the 
relationship between the concepts of economic analysis and observed 
industrial behavior can be shown more clearly and the impact of theo- 
retical conclusions presented more forcefully than is the case in the usual 
text book presentation of economic theory and principles, Each study 
contains: A description of the structure of the industry; a presentation 


and evaluation of some significant aspect of theory; a review of the per- 


formance of the industry in terms of output, capacity, prices, profits, etc.; 
and a discussion of some important segment of public policy pertinent 
to the industry, In effect, the book shows how the conclusions of the 
economic theorist are actually manifested in the economic life of the 
country, 


Chapter headings... 

Introduction, Pure Competition and Agriculture—Short Run, Pure 
Competition and Agriculture—Long Run, Competitive Manufacturing— 
Textiles, Pure Monopoly—Aluminum Before World War II. Regulated 
Industries—Electric Power. Oligopoly—Steel, Oligopoly with Differenti- 
ated Products—Automobiles. Monopolistic Competition—Retailing. 
Factor Markets—Steelworkers. Conclusions—The Structure and Per- 
formance of American Industry. 


Approx. 560 pages Illus. Prob. $7.75 


Send for an examination copy. 


JOHN WILEY & SONS, Inc. 
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INTRODUCTORY ECONOMICS 


By Norman F, Kaiser, State University of New York, Oswego. 
Although this new text is organized along lines determined by traditional 
or classical economic problems, it uses this classical framework as the 
basis for discussing and interpreting many important contemporary 
economic problems and phenomena. The book offers a wealth of effec- 
tively integrated institutional, descriptive, and theoretical material and 
ae the aggregate approach to economic analysis. 1961. 545 pages. 

6,50, 


EXECUTIVE CONTROL—THE CATALYST 


By WiLtiAM TRAvers Jerome III, Syracuse University, 1961. 275 
pages. $6.95," 


ORGANIZED EXECUTIVE ACTION 
Decision-Making, Communication, and Leadership 
By Henry H. Atpers, University of Iowa, 1961, 586 pages. $8.50." 


PROBLEMS IN BASIC OPERATIONS RESEARCH 
METHODS FOR MANAGEMENT 


By RANvotpH W, Capeit, IBM Corporation; and ALMARIN PHIL- 
Lips, University of Virginia, 1961. 110 pages. $3.95. 


AN INTRODUCTION TO LINEAR PROGRAMMING 
AND THE THEORY OF GAMES 


By S. Vajpa, ‘The Royal Naval Scientific Service. 1961. 76 pages. 
$2.25, 


AN INTRODUCTION TO TRANSPORTATION ENGINEERING 


By Witttam W. Hay, University of Illinois, 1961, 505 pages. 
$11.75," 


WHOLESALING IN MARKETING ORGANIZATION 


By Davip A. REVZAN, University of California, Berkeley. 1961. 
Approx. 704 pages. Prob. $10.00.* 


INVESTMENTS, Third Edition 


By G. W. Downrir, Stanford University; D. R. FULLER, The Northern 
Trust Co., Chicago; and F, J. CALKINS, Marquette University. 1961. 
Approx. 608 pages. Prob. $9.00.* 


* Also available in a textbook edition for college adoption. 


Send for examination copies. 


440 Park Avenue South, New York 16, N.Y. 
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Now in an 
Anchor 
paperback 
edition 


In this stimulating book, published in 
hard cover by the Twentieth Century 
Fund, Professor Hoover analyzes the 
relationships among the major national 
economies, the liberties enjoyed by 
their citizens, and the extent of the 
states’ control over the lives of their 


THE ECONOMY citizens. From first-hand experience, he 
9 writes on the revival of freedom in 

Communist countries, the future of 

LIBERTY AND capitalism, and the new political and 


THE STATE 


by Calvin B. Hoover 


Professor of Economics, Duke 


economic forms now evolving. 


“This book finally brings home . . . the 
magnitude of a great economic revolu- 
tion of the twentieth century.”— 


University; former President CHARLES E. LINDBLOM, Professor of 
American Economic Association Economics, Yale University 
$1.45 at all booksellers 
DOUBLEDAY ANCHOR BOOKS, Gerden City, New York 


Just Published 


ELEMENTS 
OF 
MODERN 
STATISTICS 


For Students of 
Economics 


and Business 


By Boyd L. Nelson, 


This new text is designed to provide stu- 
dents of economies and business with suf- 
ficient knowledge to apply statistics in their 
fields, to understand their power and useful- 
ness, and realize their limitations, The book 
accomplishes this by emphasizing statistical 
concepts, statistical inference, and the perva- 
siveness of sampling. All concepts are fully 
explained and illustrated as they are intro- 
duced, Concise and to the point, the clarity 
of writing in this text breaks through the 
mathematical “language barrier” and makes 
the material Ba understandable to stu- 
dents with a minimum background in math- 
ematics. Sufficient material is included, how- 
ever, to lay a solid foundation for more ad- 
vanced courses in statistics. 366 pages, il- 
lustrated. $6.00 


University of Maryland 


APPLETON-CENTURY-CROFTS, Inc. 
35 West 32nd Street, New York 1 


Please mention Tue AMERICAN 
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SOME NEW AND CURRENT 


* ECONOMICS-Principles and Applications 


4th Edition—By J. H. Dodd, Mary Washington College, University 
of Virginia and Thomas J. Hailstones, Xavier Univer- 
sity 


In the fourth edition more emphasis is placed on economic analysis, Chap- 
ters are rearranged with one completely new chapter added. Current 
problems and events in the ceonomy are treated- Attention is given to 
macroeconomics balanced with microeconomics, 


OUR COMPETITIVE SYSTEM AND PUBLIC POLICY 


By Thomas J. Anderson, New York University 
The emphasis in this book is on practices, institutions, and policies, It 
deals with the competitive and monopolistic aspects of factor markets and 
factor use, the competitive aspects of industrial and commercial markets, 


American policies affecting competition and monopoly, and a summary of 
policy considerations and proposals. 


BASIC ECONOMICS 


8y Thomas J. Hailstones, Xavier University 


This one-semester book provides a basic understanding of (1) the opera- 
tion of our economic system; (2) the role of money and its effects on our 
economy; (3) why we have business fluctuations; and (4) the current method 
of economic analysis and the development of economic policies to stabilize 
the level of economnic activity. 


PREFACE TO ECONOMETRICS 


By Michael J. Brennan, Jr., Brown University 


This book provides an introduction to quantitative methods in economics 
that can be understood by the undergraduate, No mathematics nor statistics 
are required beyond elementary algebra and a course in elementary statis- 
tics. An extensive list of problems is included at the end of each chapter. 


INTERNATIONAL TRADE 


By Roland K. Kramer, Maurice Y. d'Arlin, and Franklin R. Root 
Wharton School, University of Pennsylvania 


Here is a book that first gives the student an em of the economic 


theory upon which international trade is based, With this background, he is 
then led into an evaluation of both the idealistic and realistic national 
policies before taking up the channels, facilitics, and methods that are 
available to the business firm engaged in international trade. 


SOUTH-WESTERN PUBLISHING CO. 


(Specialists in Business and Economic Education) 
Cincinnati 27 New Rechelle, N.Y. Chicago 5 Burlingame, Calif, Dallas 2 
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New books on ECONOMICS 
from CHILTON 


THEORY AND 
MEASUREMENT 
OF RENT 


By Josern S. Kerper, Ernest Kur- 
now, Currrorp D. Crark, and Har- 
vey H, Secat, This book fills a 50-year 
gap. The first modernization of land- 
rent theory since 1910, it thoroughly 
examines past and present thought on 
the subject, and points up the often 
neglected importance of land income 
to our national economy. Illustrated. 


Text edition $7.50 


CLASSICAL 
KEYNESIANISM, 
MONETARY THEORY, 
AND THE PRICE LEVEL 


By Stoney Werntraus. The well- 
known economist and author explains 
where Keynesian analysis has been led 
astray, clarifies the dispute that has 
split the followers of Keynes into two 
schools, and proceeds to develop his 
own penetrating theory of the causes 
of inflation. Illustrated. 


Text edition $4.00 


READINGS IN 
CONTEMPORARY 
ECONOMICS 


By Josern P. McKenna and Avex A. 
Rozentat. Here is a series of dis- 
cussions that will give the student of 
present-day economics an acquaint- 
ance with linear programming, game 
theory, input output, and other vital 
theoretical concepts. 


Text edition $6.00 


Previously published: 


HANDBOOK OF AREA 
SAMPLING 


By Joun Monroe and A, L, Finkner 
$3.00 

RISE OF AMERICAN 
ECONOMIC THOUGHT 
By Henry W. Spiecer 

Text edition $5.00 
STUDIES IN THE THEORY OF 
MONEY 
By Doveras Vickers 
AN APPROACH TO THE 


THEORY OF INCOME 
DISTRIBUTION 


By Swney Weintravs. Illustrated. 
$6.50 

GENERAL THEORY OF THE 

PRICE LEVEL, OUTPUT, IN- 


COME DISTRIBUTION AND 
ECONOMIC GROWTH 


Text edition $3.50 


$6.50 


Examination copies supplied on approval at institutional discount. 
CHILTON BOOKS 
A Division of Chilton Company, 56th and Chestnut Streets, Philadelphia 39, Pa. 


Please mention Tut American Economic Revirw When Writing to Advertisers 


xiv 


| 


IRWIN TEXTS IN ECONOMICS FOR 1961 


MONEY AND BANKING, 7th Edition 
By C. L. Prather, University of Texas 


Dealing with current problems, this text analyzes recent changes and 
developments in money and banking theory and practice. Ready in April 


BUSINESS AND ECONOMIC FORECASTING: 
AN ECONOMETRIC APPROACH 


By M. H. Spencer, Wayne State University, C. Clark, University of Oxford, and 
P. W. Hoguet, The Econometric Institute, Inc. 


This basic text offers instructors and students a comprehensive, carefully 
integrated, and well-written presentation of both economic and business 
forecasting principles. Ready in May 


AMERICAN ECONOMIC HISTORY: THE DEVELOPMENT 
OF A NATIONAL ECONOMY 


By L. E. Davis, J. R. T. Hughes, and D. M. McDougall, all of Purdue University 


Intended for basic courses in economic history, this text studies American 
economic development in a manner that is especially designed for stu- 
dents of economics. Ready in April 


ECONOMICS OF MONEY AND BANKING, Revised Edition 
By G. N. Halm, Tufts University 


This text is comprehensive and self-sufficient and provides all essential 
information needed to study monetary and banking institutions and 
their development. Ready in May 


INTERMEDIATE ECONOMIC ANALYSIS: Resource Allocation, 
Factor Pricing, and Welfare, 4th Edition 


By J. F. Due, University of Illinois, and R. W. Clower, Northwestern University 


One of the most widely adopted texts in its field, this book provides a 
treatment of economic theory at the intermediate level that is rigorous 
yet not too difficult. Ready in May 


BUSINESS AND ECONOMIC STATISTICS, Revised Edition 


By W. A. Spurr, Stanford University, L. S. Kellogg, Deere and Company, and J. H. Smith, 
The American University 


This is a comprehensive introductory text for the student who must use 
statistics as a tool in any field of business or economics. Ready in July 


For Other 1961 Texts See Outside Back Cover 


RICHARD D. IRWIN, iNC. © HOMEWOOD, ILLINOIS 
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UNIVERSITY 
PRESS 


Farm Labor in Germany 
By FRIEDA WUNDERLICH 


German peasants were liberated from 
serfdom in-1810, only to become farm 
servants, migrant workers, or landless 
workers on the vast estate “colonies” 
east of the Elbe. After the Socialist rev- 
olution they were allowed to form unions 
and there were attempts to give them 
some measure of independence through 
land ownership. But then came the 
Great Depression, National Socialism, 
and the extreme lengths to which the 
Nazis went to control labor for their war 
effort. This is the first comprehensive 
study of labor in German agriculture. 

536 pages. $7.50 


France and the Economic Devel-. 
opment of Europe, 1800-1914 
By RONDO E. CAMERON 


In this new book, the author shows 
how French capital and engineering 
skill stimulated the rapid industrializa- 
tion of Germany, and how French in- 
vestors financed the political unification 
of Italy. Frenchmen and French capital 
were also at work in Belgium, the Neth- 
erlands, Spain, Portugal, Austria, Scan- 
dinavia, Russia, the Balkans, and the 
Near East. Hitherto unexplored govern- 
ment and private archives have been 
used to add a significant chapter to the 
history of Europe. 584 pages. $10.00 ~ 


Order from your bookstore, or 
PRINCETON UNIVERSITY PRESS, Princeton, New Jersey 


BACK NUMBERS WANTED 


The Association will pay seventy-five cents a copy for the 


following issues (sent prepaid and in good condition) of 
the Review: March, 1949; September, 1959; and March 
and September, 1960. 


Send to 
Dr. James Washington Bell, Secretary 


American Economic Association 
Northwestern University, Evanston, Illinois 
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NEW AND RECENT OXFORD TEXTS 


PROBLEMS OF AMERICAN ECONOMIC GROWTH 

by Bruce R, Morris, University of Massachusetts 

Published February 1961 287 pp. paperbound $2.50 
READINGS IN ECONOMICS AND POLITICS 

edited by H, C. Harlan 

Ready in April 1961 704 pp. paperbound 
ECONOMICS IN ACTION 

by Harry G. Brainard, Michigan State University 

1959 480 pp. 37 figures, 27 tables $5.50 


MONEY AND INCOME: An Outline of Monetary Economics 


by A. C. L. Day, London School of Economics, and S. T. Beza, 
Princeton University. 


1960 640 pp. illus. $7.50 
ESSAYS IN THE THEORY OF ECONOMIC GROWTH 
by Evsey D. Domar, Massachusetts Institute of Technology 

1957 282 pp. $5.00 
ESSAYS IN WORLD ECONOMICS 

by J. R. Hicks, Oxford University 

1959 292 pp. $4.20 
A CRITIQUE OF WELFARE ECONOMICS, Second Edition 
by I. M. D, Little, Fellow of Nuffield College, Oxford University 
1960 Oxford Paperback Number 4 312 pp. $2.25 
SHORTER OXFORD ECONOMIC ATLAS 

OF THE WORLD, Second Edition 

1959 128 pp. paperbound $2.95 


OXFORD REGIONAL ECONOMIC ATLAS: The Middle 
East and North Africa 


1960 120 pp. 60 maps paperbound $5.95 
OXFORD REGIONAL ECONOMIC ATLAS: The U.S.S.R. 


and Eastern Europe 
1956 142 pp. 36 maps paperbound $5.75 


OXFORD UNIVERSITY PRESS 417 Fifth Avenue New York 16, N. Y. 
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a new, revised edition* of 


THE WORDLY 
PHILOSOPHERS 


The lives, times, and ideas of 
the great economic thinkers 


by ROBERT L. HEILBRONER 


“If ever a book answered a crying need, this one does. 
Here is all the economic lore most readers conceivably 
could want, served up with a flourish by a man who 
writes with immense vigor and skill.” 

—Orville Prescott in The New York Times 


“A brilliant achievement. The author is a gifted writer 
and he handles his men and subject matter nearly to 
perfection. He is lucid and concise. His judgment as to 
what is central and his ability to summarize it are both 
excellent.” —John Kenneth Galbraith 

in The New York Herald Tribune Book Review 


“Economics emerges from these pages as one of the most 
exciting chapters in man’s intellectual history.” 
—The New York Times Book Review 


“Not only an immensely useful handbook but an 
immensely enjoyable one. Highly recommended.” 
~The New Yorker 


% Just published in two formats: 
clothbound $5; paperback $1.50 at all bookstores 
SIMON AND SCHUSTER, Rockefeller Center, New York 20 
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THE MODERNIZATION 
OF IRAN, 1921-1941 


Amin Banani. This is the first book in English dealing with the 
Westernization of Iran as seen from the Iranian perspective. It 
examines changes in the army, legal codes, education, technology, 
and the economy. _/Ilustrated with photographs and a map. $5.00 


THE DECLINE OF 
AMERICAN PLURALISM 


Henry S. Kariel. This study attempts to demonstrate that the emer- 
gence of such organizational giants as General Motors, the Team- 
sters Union, and the American Medical Association has thwarted 
our traditional aspirations toward a constitutional democracy, and 
calls for a reexamination of policy. $6.75 


CENTRAL PLANNING 
IN CZECHOSLOVAKIA 


ORGANIZATION FOR GROWTH IN A MATURE ECONOMY. Jan M. Michal. 
The author examines Czechoslovakia during the first decade of 
Communist control and compares the Czechoslovak economy in 
growth and efficiency with Western market economies. $5.75 


THE EMERGING STATES 
OF FRENCH EQUATORIAL AFRICA 


Virginia Thompson and Richard Adloff. “Draws upon a remark- 
able number of sources for full-bodied information about all aspects 
of this region—economic, political, cultural, social. The book is 


encyclopedic.”—Saturday Review. Illustrated with photographs 
and maps. $8.75 


Order from your bookstore, please 


Stanford University Press 
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Announcing a unique new public policy- 
oriented text, dealing with the 

challenge of the underdeveloped world 

and the crucial role of the United States .. . 


ECONOMIC 
DEVELOPMENT: 


THE UNDERDEVELOPED WORLD 
AND THE AMERICAN INTEREST 


by Walter Krause, Professor of Economics 
State University of Iowa 


Here for the first time is an economic study of the underdeveloped countries 
that bridges the gap between the theoretical and the practical. History 
theory, and description are viewed as means to an end: the formulation of 
public policy, particularly American policy. 


A pre-publication reviewer has commented of this work: “I believe that I 
am reasonably well acquainted with all of the books in this field . . . Of all 
of them, I can truly say that I believe this will be the outstanding one.” 


By illustrating the standpoints of both the developed and underdeveloped 
worlds and emphasizing America’s interest and needs in international devel- 
opment, Professor Krause has produced a guide that will well serve students, 
teachers, and others seriously interested in creative economic policy. Available 
April, 1961. $8.50. 


Recently published . . . 


PROCUREMENT 
AND PROFIT RENEGOTIATION 


Edited by J. Fred Weston, University of California, Los Angeles 
224 pages. 1960. Available to instructors at $7.50. 


ECONOMICS 
IN ACTION: 


Readings in Current Economic Issues 


by Shelley M. Mark and Daniel M. Slate, University of Hawaii 
418 pages. Paperbound. 1959. $3.95. 


For your examination copies, write to: 

James N. McDaniel, Business and Economics Editor 
WADSWORTH PUBLISHING COMPANY 
BELMONT, CALIFORNIA 
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Rand M¢Nally Publications in Economics 


THE INCOME OF NATIONS AND PERSONS 

AN INTRODUCTION TO ECONOMICS 
by ALVIN E. COONS, The Ohio State University 
The essentials of modern economics, at both the macro and 
micro levels, are organized around the “income approach,” 
which treats economic activity as a process of individual actions 
and social interactions. Professor Coons gives the student a 
perspective of economic growth and change as well as an ac- 
quaintance with contemporary economics and economic thought. 
1959 672 pages $6.75 list 


ESSAYS IN ECONOMIC THOUGHT: 
ARISTOTLE TO MARSHALL 

Edited by JOSEPH J. SPENGLER, Duke University and 
WILLIAM R. ALLEN, University of California, Los Angeles 
This collection of 31 essays with substantial editorial introduc- 
tions surveys the development of economic analysis from ancient 
Greece through Marshall. Schools, periods, selected topics, and 
individual writers are analyzed in both the essays and the 
introductions. 


1960 800 pages $8.50 list 


SCHOOLS AND STREAMS OF ECONOMIC THOUGHT 
by EDMUND WHITTAKER, Colorado State University 
The economic thought of the main schools and periods is re- 
lated to its background in contemporary philosophies and in the 
social environment of the times. Separate chapters examine the 
development of employment and business activity aad the place 
of the individual in relation to the society. with attention given 
to very recent developments. 


1960 416 pages $6.50 list 


MONOPOLY IN ECONOMICS AND LAW 
by DONALD DEWEY, Columbia University 
This book offers a concise and lucid analysis of what economists 
and lawyers have thought about monopoly and competition 
since these subjects first received their serious attention. The 


growth of monopoly policy in the United States is traced from 
its origins to the present. 


1959 328 pages $5.75 list 


College Department 


RAND MSNALLY & COMPANY 
P.O. Box 7600 + Chicago 80, Illinois 
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For the student of .. . 
INTRODUCTORY ECONOMICS 


ECONOMICS: Theory and Practice 


638 pages $6.95 


MELVILLE J. ULMER, The American University 


This concisely written introduction to economics focuses on a clear, balanced cover- 
age of four major areas: economic growth, income theory, theory of price and dis- 
tribution, and world economics, A Student’s Manual helps the student systematically 
to review the material in ECONOMICS by providing for each chapter and each ap- 
pendix a series of true or false statements, multiple choice, and essay questions. 
(96 pages $1.25) 


ECONOMIC ISSUES AND POLICIES: 
Readings in Introductory Economics 
ARTHUR L. GREY, JR., and JOHN E. ELLIOTT, editors, both of the University 
of Southern California 


A group of carefully selected readings which describe and discuss the institutions 
of economic society and questions of public policy. Vital contemporary problems 
are skillfully interwoven throughout, making fundamental economic concepts more 
meaningful for the student. 


About 350 pages A Spring 1961 Publication 
and for supplementary reading .. . 


THE AFFLUENT SOCIETY, 

College Edition 368 pages $3.50 
JOHN KENNETH GALBRAITH, Harvard University 
Criticizes existing economic ideas and attitudes, showing that these were worked 
out in a world very different from our own, and offers a re-adaptation of these 


economic ideas and attitudes for today’s world—the affluent society. This low-priced 
college edition includes a special introduction. 


HOUGHTON MIFFLIN COMPANY 
New York Atlanta Geneva Dallas 
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A timely text... 


ECONOMIC POLICY: 

Business and Government 829 pages $7.50 
DONALD STEVENSON WATSON, The George Washington University 
enables the student to investigate all areas of contemporary economic policy and to 
observe the relationships among them. This text considers the whole setting and 


function of government in the economy, and explores the ethical, political, and eco- 
nomic value judgments that are the bases of economic philosophies. 


. ON comparative economics 


SOVIET ECONOMIC POWER: 
Its Organization, Growth and. Challenge 
ROBERT W. CAMPBELL, Indiana University 209 pages $1.95 paper 
$3.50 cloth 


presents a sound, realistic, and consistent picture of the Soviet economy for courses 
in introductory economics, comparative economic systems, or economic development. 
Completely up-to-date, this widely discussed book includes a concise history of the 
Soviet economy, an examination of its operation, its planning, incentives, and moti- 
vations, and explains the implications for our own economic policy. 


. . . and economic history 


AN ECONOMIC HISTORY 
OF THE UNITED STATES 638 pages $7.25 


GILBERT C. FITE and JIM REESE, both of the University of Oklahoma 
provides a vivid and factual account of United States economic history, centered 
on the theme of American progress ia terms of income and a rise in the standard of 


living. This popular text gives generous treatment to post-World War I economics, 


the importance and growth of agriculture, and the role of government in economic 
history. 


HOUGHTON MIFFLIN COMPANY Boston 
New York Atlanta Geneva Dallas Palo Alto 
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A Principles Text 


with a Difference 


Principles of a 
Growing Economy 


BY DANIEL HAMBERG °®°FESSOR OF ECONOMICS, 


UNIVERSITY OF MARYLAND 


ust published, this boldly different textbook is based on the premise that the 
intro ae economics course should stress the fundamental principles of eco- 
nomics and their application to issues of public policy. While most other prin- 
ciples texts attempt to survey the whole of economics, this book concentrates on 
the main lines of economic theory, thoroughly integrating institutional material 
with a step-by-step exposition of the techniques of economic analysis. In the 
words of one pre-publication reviewer, ‘Principles of a Growing Economy is 
genuinely up to date, not in the sense of including all the latest theoretical gad- 
gets, but in the more important sense of making the most and best of what 
economists have to say.” 


DISTINCTIVE FEATURES 


Fully developed discussions of economic theory that enable students to come 
to class with a thorough understanding of each chapter. 


Unusually clear and detailed treatment of national-income accounting and 
analysis. 

Emphasis in the micro-economics section on the welfare aspects of price 
theory and the role of the pricing system as an allocator of scarce resoures, 


Three introductory chapters on American economic institutions, contributed by 
Professor Douglas F. Dowd of Cornell University, that place the American 
economy in its historical setting. 


A timely orientation to the present-day problems of economic growth and 
economic welfare. 


Full-page figures and tables for ease in reference. 
1961 879 pages 83 figures 61 tables Price, $6.95 


SEND FOR YOUR EXAMINATION COPY NOW 


And watch for announcements next fall of Income, Employment and Economic 


Growth, a new aggregate theory text, by Wallace Peterson of the University of 
Nebraska. 


NORTON & COMPANY - INC - 
55 Fifth Avenue New York 3, N.Y. 
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ECONOMICS AND THE 
MODERN WORLD 


LAWRENCE ABBOTT, Union College 


“Nothing is more important to the usual department of economics than 
an interesting and challenging principles course, and Abbott's book 
should help many teachers develop this course into something very 
special. Both in organization and approach, it is new and stimulating. 
Probably its strongest point is the use of contemporary institutions and 
data as examples for discussion of such problems as national income, 
industrial organization, anti-trust, and the like. These factual examples 
give life to the theoretical material and should do a great deal to 
stimulate student interest.” 

Puiuip E. SorENSEN, University of California, Berkeley 


“Economics and the Modern World is a comprehensive treatment of a 
subject that is extremely broad in scope. The ‘blending’ of economic 
analysis and social process is ideal for an introductory economics course 
offered by the department of social sciences, as ours is.” 

J. C. Suerrietp, Jr., Northwestern State College 


“The students’ impression of Abbott's Economics and the Modern 
World has so far been very favorable. They say it is not only under- 
standable and clear, but also is enjoyable to read. I believe Professor 
Abbott has delivered his objectives: namely, to train the student to 
think about economic problems systematically and analytically.” 
James S, Youtsier, Skidmore College 


“Economics and the Modern World is excellent in that it treats both 
micro- and macro-theory in the beginning course, and has a wealth 
of understandable examples and graphs for all points. It combines in 
one volume good features of various other texts. Such chapters as the 
problems of full employment without inflation and the problem of eco- 
nomic growth and development—the latest materials in economics—are 
presented in this book and in no other I have seen to date.” 
Freperick R. StruTHERS, Yakima Valley Junior College 


“In my opinion, this book is the best principles book on the market 
today. The strong points are (1) excellent treatment of interest theory; 
(2) realistic treatment of imperfect competition; and (3) integration in 
presentation of micro-macro theory.” 

Grorce R. Green, University of Pennsylvania 


Such is the endorsement accorded Abbott's Economics and the 
Modern World in its first year of publication. If you are not 
familiar with this principles book and its accompanying Student 
Guide and Workbook and Instructor’s Manual, please write 
for examination copies. We think you will agree that the Abbott 
program provides the basis for a challenging and stimulating 
introductory course. 


HARCOURT, BRACE & WORLD 

750 Third Avenue, New York 17, New York 

1855 Rollins Road, Burlingame, California 
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LABOR PROBLEMS AND PROCESSES: 


A Survey 
L. Reed Tripp 


A survey of labor economics and problems (mainly American), reach- 
ing from the history of unionism through theory and behavior of 
labor market forces and institutions, and including current policy 
and international implications, Combining new and old materials, 
the book derives continuity from the recurrent theme of “jobs.” 
March, 493pp. $6.00 


COMPARATIVE ECONOMIC SYSTEMS 


Sixth Edition 
William N. Loucks 


An objective examination of the theory, programs, and practices of 
the principal economic systems in the world today. This edition fea- 
tures a thorough revision of the section on Soviet economy and fresh 
treatment of the economies of Great Britain, India, Yugoslavia, and 
Communist China, Study questions, suggested reading lists. April. 
803pp. $8.00 


ECONOMIC DEVELOPMENT 
Analysis and Case Studies 


Adam Pepelasis, Leon Mears, Irma Adelman 


Combining the general with the scientific approach, here, for the 
first time in one volume, is a discussion of the principles of economic 
development, plus a series of eleven case studies on eleven different 
developing countries, each written by an outstanding authority. 
April. 583pp. $8.50 


PROCUREMENT: 


The Modern Science of Purchasing 
Henry G. Hodges 


Underscoring the fact that the handling of procurement often makes 

the difference between operating at a profit or a loss, this text syste- — 

matically explores methods of departmental operation, and shows 

how procurement can be most effectively integrated with other 

- of the organization. Just published. 416pp. Text Edition 
.75° 
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BUSINESS FLUCTUATIONS 


Second Edition 
Robert A. Gordon 


This comprehensive analysis of business cycles, combining theoretical, 
historical, and statistical approaches, now also stresses growth and 
inflation. Two important new chapters: one on business cycle de- 
velopment from 1950 to 1960 (with hitherto unpublished data from 
the National Bureau of Economic Research) and one on the general 
theory of income and employment. May, 666pp. $8.00 


NATIONAL INCOME: 
Statics and Dynamics 


John S. Henderson 


This brief yet far-reaching survey combines the Keynesian theory of 
income determination with recent explanations of cycles, inflations, 
and economic growth, It considers basic static aetionsl noone theory, 
the heart of modern cycle theory, growth theory, and inflation, and 
is the only current text which treats employment theory in detail. 
June 431 pp. $6.50 


MICROANALYSIS OF SOCIOECONOMIC SYSTEMS: 


A Simulation Study 


Guy H. Orcutt, Martin Greenberger, John Korbel, 
Alice M. Rivlin 


The first full description of a new approach to the study and analysis 
of social systems, This approach exploits major modern research 
tools such as electronic computers, simulation techniques, sample 
survey techniques, and methods of multivariate analysis, May. 
407pp. $8.00 


*(Available for quantity sale to schools and colleges only.) 


Publishers Since 1817 
49 €. 33d St, N.Y. 16 
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New RONALD textbooks for . . . 


FUNDAMENTALS of ECONOMICS 


RUBY TURNER MORRIS, Connecticut College 


Just published! This highly readable in. 
troductory textbook provides a broad 
background in economic theory and a 
detailed description of how the economic 
order operates, Student-oriented through: 
out, it offers a unified, balanced treat 
ment of microeconomics and macro. 
economics; stresses practical applications 
of theory, The analysis is distinguished 


for its clarity; important interrelation- 
ships, analytical comparisons, historical 
references, and contemporary applica. 
tions are emphasized. Hundreds of origi- 
nal charts illustrate and focus the dis- 
cussion, Stwdent Workbook and Instrne- 
tor's Manual Available, 1961, 878 pp.; 
208 ills., tables. $7.00 


MANAGERIAL and 
INDUSTRIAL ECONOMICS 


JOHN A. SHUBIN, New York University 


Just published! A comprehensive analy. 
sis of the economic concepts underlying 
the formulation of profitable business 
programs and policies, Book analyzes 
the structural design of a composite in- 
dustry and representative firm; environ. 
mental influences on the business enter- 
prise; short. and long-term projections 
of economic and business trends; ete. 


Emphasis is placed on the interaction of 
cylical fluctuations, demand behavior, 
and seculac change with business plan- 
ning. Numerous examples and tables are 
integrated with the text; stimulating 
cases help the student to develop an 
insight into the economic nature of man- 
agement decision-making, 1961, 325 pp.; 
83 als., tables, $7.50 


PUBLIC FINANCE 


EARL R. ROLPH and GEORGE F. BREAK 
~—both University of California, Berkeley 


ust published! This class-tested text- 
ok sets forth the many theoretical and 
technical issues involved at all levels of 
government, and effectively demonstrates 
how economic intelligence can be ap: 
plied to illuminate the problems of pub- 
lic finance. Book provides a descriptive- 
historical analysis of government finance 
today and its role in the economy; pre- 
sents in detail the various tax sources 


available to the government. American 
experience in fiscal affairs is drawn upon 
predominantly, but wherever applicable, 
that of other countries, both advanced and 
underdeveloped, is incorporated, Book 
examines current social security pro- 
grams, problems arising from growing 
metropolitan regions, fiscal theory and 
policy, etc, 1961, 596 pp., 21 dlls. 
$7.50 


PERSONAL FINANCE-Third Edition 


ELVIN F. DONALDSON and JOHN K. PFAHL 
—both The Obio State University 


Just published! This popular textbook 
offers an authoritative and readable dis- 
cussion of the wide range of important 
and practical problems involved in the 
management of personal finances. In 
clear, non-technical style, book covers 
income and budgeting of financial re- 
sources, use of credit, social security, 
home buying, investments, retirement 
plans, mutual funds, etc. Third Edition 
offers expanded coverage of U.S, Savings 


Bonds; buying of life, property, casualty, 
and accident and sickness insurance; the 
federal income tax law; gift and estate 
taxes; wills and trusts; etc. Book in- 
cludes a wealth of new illustrative ma- 
terial; case-problems present the student 
with realistic problem situations. In- 
structer’s Manual available. 3rd Ed., 
1961. 768 pp.; 131 ills., tables. 


$7.50 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 
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. . the business and economics curriculum 


MARKETING MANAGEMENT 


KENNETH R, DAVIS, Dartmouth College 


Just published! Integrating text material 
with fully developed, carefully con- 
structed cases, this book presents the 
basic concepts of marketing from the 
management viewpoint. Jt provides a 
sound background for the development 
of analytical skill in the solution of 
marketing problems based on actual busi- 
ness situations, The nature, scope, and 


complexity of the problems underlying 
the decision-making processes in market- 
ing are clearly developed. All areas of 
marketing are presented to provide a 
teachable, stimulating, and comprehen- 
sive development of the concepts essen- 
tial to effective management in market- 
ing. 1961. 807 pp., 91 ills, $8.00 


ADVERTISING Third Edition 


ALBERT WESLEY FREY, formerly Amos Tuck School of 
Business Administration, Dartmouth College 


Just published! This outstanding book 
discusses the principal problems faced 
by advertisers and advertising agencies 
as well as the approaches, policies, and 
procedures used by them in realizing 
profitable solutions, Relating advertising 
to other key factors in the marketin 
program, book emphasizes an analytica 
approach; discusses the interdependence 
of the business, creative, and technical 


skills necessary to achieve sound adver- 
tising performance. The Third Edition 
affords a realistic view of the manage- 
ment function in advertising and discus- 
ses the important elements underlying 
the decision-making process. Numerous 
questions and problems follow each 
chapter. 3rd Ed., 1961. 634 pp.; 188 ills., 
tables. $7.50 


SALES PROMOTION — Second Edition 


Principles and Methods for Intensifying Marketing Effort 
ALFRED GROSS, New York University 


Just published! Specifically designed for 
teaching and training purposes, this text- 
book offers a practical approach to the 
entire area of sales promotional activity. 
Basie sales promotion tactics are de- 
scribed on three distinct levels: workia, 

with the dealer, stimulating demand, an 

supplementing sales and advertising pro- 
grams within a company’s own market- 


ing division, Second Edition stresses the 
distribution of durable and nondurable 
goods, supplies, equipment, services, and 
luxury items; illustrates the application 
of concepts with proved, successful tech- 
niques. Case-problems and questions in- 
volve the student in problem-solving 
situations, 2nd Ed., 1961. 504 pp.; 36 ills. 

$8.50 


ELEMENTS of 
BUSINESS ENTERPRISE 


DWIGHT L. GENTRY and CHARLES A, TAFF 
—both University of Maryland 


Just published! This textbook inter- 
relates the functions of management and 
integrates the role of business enterprise 
in the social and economic order. Avoid- 
ing confusing detail, it provides a bal- 
anced and teachable presentation of the 
entire scope of business administration. 
Book stresses the sound management 
principles that underlie the organization, 
operation, and control of the various 


types of our business enterprise system 
and how it works to produce and dis- 
tribute goods and services. All areas of 
operation and administration are treated 
with proper emphasis. Discussion topics 
and case-problems raise provocative points 
which acquaint the student with realistic 
decision-making situations. Instructor's 
Manual available. 1961. 705 pp.; 77 ills., 
tables. $7.00 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 
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Other Outstanding McGraw-Hill Books 


INTERMEDIATE ECONOMIC ANALYSIS 


By W. Harrison Carter and William P. Snavely, Uni- 
versity of Connecticut, Ready in March, 1961 


This text is designed to present a clear and concise statement of the 
essentials of economic theory at an intermediate level. The major 
emphasis is on the purely theoretical analysis, including price theory, 
distribution theory and national income analysis, Suitable for a one- 
semoster course, there are 12 chapters on Price Analysis, 6 on Dis- 
tribution and Factor Price Analysis, and 2 on National Income. 


INTERMEDIATE PRICE THEORY 


By Diran Bodenhorn, University of Chicago. 
318 pages, $6.75. 


Text on traditional price theory specifically designed for the advanced 
undergraduate course. Our reviewer comments: “the usual discussion 
of scarcity, limited resources and unlimited ends which introduces 
most books on the subject has been dropped. The author immediately 
takes up the question of economic units and starts directly on the 
theory of the firm thereby revising the usual procedure.” 


MONEY, PRICES, AND POLICY 


7 ad W. Haines, New York University. 824 pages, 
$7.95. 


A clearly written textbook for undergraduate courses in money and 
banking. It covers monetary history; monetary institutions, includ- 
ing the financial intermediaries; monetary systems, emphasizing the 
U.S. but not limited to it; monetary theory; monetary and fecal 
policy; and, briefly, international monetary relations. 


INTRODUCTION TO LABOR ECONOMICS, 
Third Edition 


By Orme W. Phelps, Claremont Men’s College. Ready 
in April, 1961. 


Describes the principal forces at work in the U.S. labor market (em- 
ployer, employees, unions, and government agencies) and the issues 
raised by their interaction. Over half the book deals with labor unions: 
their history, organization, methods, legal status, and objectives. The 
remainder of the text discusses and analyzes the general character of 
the labor force and the labor market, the economics of wages, and the 
modern theory of employment. 


Send for copies on approval 


McGraw-Hill Book Company, Inc. 
330 West 42nd Street New York 36, N.Y. 
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Robert Triffin 


GOLD AND THE DOLLAR CRISIS 


Mr. Triffin's proposals are revolutionizing the critical debate on 
international monetary policy, Here are the radical reforms which 
he believes are necessary if we are to ward off the threatening 
collapse of the dollar and restore a sound and viable system of in- 
ternational payments. Gold and the Dollar Crisis is of vital im- 
portance to everyone concerned with the fate of the dollar and with 
the future of convertibility, THIRD PRINTING. $5.00 


Available in paperbound format, April 26, $1.45 


Albert O, Hirschman 


THE STRATEGY OF 
ECONOMIC DEVELOPMENT 


An international view of the economic growth of underdeveloped 
countries and its implications for development planning and foreign 
aid, “Throughout the book, Professor Hirschman’s obvious experi- 
ence with practical problems (mainly in Latin America) provides an 
insight that is extremely rare in this cliché-tidden branch of eco- 
nomics. This is indeed a very important contribution to the theory of 
economic development.” ~The Economic Journal $5.00 


Available in paperbound format, April 26, $1.45 


Gunnar Myrdal 


BEYOND THE WELFARE STATE 


EDWIN G. NOURSE, Washington Post. “There is much here to enrich 
our understanding and stimulate our further pondering about the 
human condition—and prospects—in the broad and vital area where 
politics and economics interpenetrate.” 

GERHARD COLM, Sefence. It is fascinating to see how Myrdal has 
combined the varied experiences of his life into a consistent structure 
of thought. The reader cannot help being impressed by his sincerity 
intellectual integrity, and sober idealism. $4.50 


Yale University Press Ae New Haven, Connecticut 
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L’INDUSTRIA 


Review of Political Economy 
Editor: Ferdinando di Fenisio 


Summary of Issue n° 3/1960 
3/1960 


J. J, BOTLWAR What do Selentiata dot 

BARBERI Biatistion! Anpoota of Thoorlen on le Devel 
J. TINDERGEN The Theory of the Optimum Regimen 

G. M, DI SIMONE The Bouth and the Italian Koonomle Development 


A. LONGO On the Beonomie Lot Quantity Protiem in «a Fast Pro 
duction Chain 


fat The Problema of the South as Been by Lombard Batre 
Progress and Beonomle Development 


“Tlot Money" International Movementa—The Stock 
Market Situation 


Fach number containa Summaries in English of the original articles—Annual subscrip- 
tion rate for Abroad: Lit, 6.000, Anyone interested may send for & sample copy. 


Editorial and Administrative OMces: Via Farnet!, &—-Milano (Italy) 


PROBLEMS OF ECONOMICS 


Selected Articles from Soviet Economics Journals 
in English Translation 


SPECIAL ISSUE ON MATHEMATICAL ECONOMICS (Vol. III, No. 7) 


P. Zhelezniak: Scientific Conference on the Application of Mathematical Meth- 
ods in Economic Studies and Planning (Planovoe Khoziaistvo, 1960, No. 5) 


A. Aganbegian: Application of Mathematical Methods in Economic Analysis 
(Planovoe Khoziaistvo, 1960, No. 2) 


V. Nemchinov: The Use of Mathematical Methods in Economie Research and 
Planning (Voprosy Ekonomiki, 1960, No. 6) 


V. Shliapentokh: The Use of Mathematical Methods to Determine the Most 
Rational Pattern of Agricultural Production (Ekonomika Sel’skogo Khoziaistva, 
1960, No. 7) 


I. Birman: Calculation of an Optimum Scheme of Transportation of Inter- 
Products (Vestnik Statistiki, 1960, No. 5) 


A. Kate: Concerning a Fallacious Concept of Economic Calculations (Voprosy 
Ekonomiki, 1960, No. 5) 


$50.00 per year (twelve issues); $4.50 per copy 


INTERNATIONAL ARTS AND SCIENCES PRESS 
156 Fifth Avenue, New York 10, N.Y. 
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AGRICULTURAL HISTORY 


Designed as a medium for the publication of research and documents 
pertaining to the history of agriculture in all its phases and as a clearing 
house for information of interest and value to workers in the field, Materials 
on the history of agriculture in all countries are included and also materials 
on institutions, organizations, and sciences which have been factors in agri- 
cultural development, 


ISSUED QUARTERLY SINCE 1927 
BY 


THE AGRICULTURAL HISTORY SOCIETY 
Subscriptions, including membership: Annual, $5.00; student, $2.00; con- 
tributing, $10.00, 


Editor: Fred W. Kohlmeyer, 3 Commerce Annex, University of Illinois, 
Urbana, Illinois, 


Secretary-Treasurer: Wayne D, Rasmussen, Room 3446, South Agriculture 
Building, U. S. Agricultural Marketing Service, Washington, D.C. 


PUBLIC FINANCE/FINANCES PUBLIQUES 


International Quarterly Journal founded by J. A. Monod de Froideville 
Publisher / Editeur 


Foundation Journal Public Finance/Fondation Revue Finances Publiques 
(Stichting Tijdschrift voor Openbare Financién) 
Vol, XV 1960 No, 3-4 
Impéts sur la Fortune 
Net Wealth Taxation 
Travaux de I'Institut International de Finances Publiques 
Session 
Congrés de Zurich 1960 
Rapporteur Général 
Bent Hansen (Stockholm) Aspects of Property Taxation——A General Re- 
port 
Rapporteurs Nationaux 
Willi Albers (Mannheim) Vermigensbesteuerung—Rapport allemand 
Wilhelm Bickel (Zurich) Die Vermigensstevern in der Schweiz—Rapport 
suisse 
René Blancher (Paris) L'Impat sur le Capital—Rapport francais 
1. G. Detiger (The Hague) Taxes on Property—Rapport néerlandais 
Joha F. Due (Urbana) Net Worth Taxation—Rapport américain 
Max Frank (Bruxelles) Analyse des Impdts sur le Capital en Belgique 
~—Rapport belge 
Alan A. Tait (Dublia) Death Duties in Britain—Rapport anglais 


Committee of Directors, M. Masoin, Alan T. Peacock, B. Schendatok, P. Senf. 


Correspondence should be addressed to Prof. Dr. P. Senf, Universitit des Saarlandes, 
Saarbriicken 15, Germany. Orders may be placed with the representative in the United 
States, Stechert Hafner Inc., 81 East 10th Street, New York, or directly with the Admin- 
istration, 150 Riouwstraai, The Hague, Netherlands. Subscription rate for 1 year. $10.50. 
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THE QUARTERLY REVIEW OF ECONOMICS 
AND BUSINESS 


Vol, I February 1961 


ARTICLES 


How Much Government Speading tn The Robert J, Lampman 
Relations for the Neat Generation Solomon B. Levine and Bernard Karsh 
Instalment Credit in the Afluent Soolety Donald F, Mlankerts 
University Education for Business 
Overproduction, Underconsumption, Bt Moe M. Rronfenhbrenner 
Professional Womanpower as a National Resource John Parrish 
Bachange Devaluation and Within the European Coal and Steel Community 
homas J. Leary 
James Leary 


NOTES AND COMMUNICATIONS 
Rate Stability and the Rate Base George W. Wilson 
Work Stoppages of Government Employees, 1942-59 TT Joseph Krislow 


HOOK REVIEWS and BOOKS RECEIVED 


THE QUARTERLY REVIEW OF ECONOMICS AND BUSINESS te published in February, May, 
Auguet, and November by the Bureau of Economie and Business Research, College of Commerce 
and Business Administration, University of Llinots, It presente factual information and interpre. 
tive comment on economic and business questions. 


Subsoription rates are $5.00 year for individuals and 85.00 a year for organisations and asso. 
clations, The single copy prine te $1.50 


Manuscripts and communentions for the editors and bual i should be addressed 
to THE QUARTERLY REVIEW OF ECONOMICS AND BUSINESS, Dox 658, Station A, Cham- 
palgn, Ilinols, 


ECONOMIE APPLIQUEE 
Archives de Institut de Science Economique Appliquée 
(The French Journal of Economic Science) 


Tome XIIl—n® 8 Juillet-Septembre 1960 
L'Economie du Socialiame 
en China populaire 

Ch, BETTELHEIM, Ac lation et dével t écondmique de la Chine. 

. NOIROT et L. LAVALLEE, Résultats, problémes et méthodes do Vindustrialisati 

. DUMONT, Lee transformations agratres, 

MINC, aL commune populaire chinolse, 

. PRESSAT, La révolution démographique en Chine. 

. CHESNEAUX, L'évolution du réseau ferroviaire chinols et le nouvel équilibre régional. 


LACROIX, P. DIETERLEN, R, MAGGI, ARNALDEZ, J. VIALATOUX, C. BERNARDIN, 
W. &. MOHLMANN, ot q (Cahier 103). 

A. NOVE, Hf. CHAMBRE, tT. _KHATC HATUROV, M. USYK, N. KAROTAMM, Rationalité et 
crol co sovidtiq (Cahier 104) 


Divers auteurs: Tarife | i i et échang i en Europe Occidentale—une enquéte 
par P.E.P. (Cahier 105) 


J. WEILLER, A, BIENAYME, M. RUDLOFF, G, DUPUYGRENET-DESROUSSILLES, G. THIRION, 
Echanges, fluctuations internationales et plan frangais (Cahier 104 bis). 


J. R. BOUDEVILLE, M. A. PROST, L. GIRAUD, Croi é ique du département du Rhéne 
(Cahier 105 bis). 
ECONOMIE APPLIQUEE et CAHIERS DE L'INSTITUT DE 
SCIENCE ECONOMIQUE APPLIQUEE 
Directeur: Frangois PERROUX; Secrétaire Général: H. BONJOUR 
(LS.E.A., 35, Boulevard des Capucines, Paris 2e). 
The subscription price ie 2.800 Fre. per year. 
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THE REVIEW OF ECONOMIC STUDIES 


Vol. XXVIII (1) No. 75 October 1960 


The Geometric Representation of Policies to Attain Internal and External Balanee ... M. Corden 
Equilibrium in a Uniformly Expanding Closed Leontief. Type Syetem Zivia Wurtele 
A Symposium On Monetary Theory 
Monetary and Value Theoryt Comments 4. 
On the of Demand for Cash and Other Assets ....8. Clower and M. Burstein 
The Real Balance Effect and Orthodor Demand Theory: A Critique of Archibald and 
J. Ball and Renald Bodkin 
Monetary and Value Theory: Further Comment G. C. Archibald and R. G. Lipsey 
Todexed Linked Ronde Peter Robson 


The Abdication of the Terseli Pound as a Standard of Measurement for Medium and Long- 
Term Contracts 


Anntal aubecription rates are: UK. 25/-per year (10/0 aingle number); U.8, and 
Canada, $5.00 per year (€2.00 per single member), Back number rates on application 
to Secretary. 


With Vol. XVI(1), the Review reverted to three isaues per volume, The new sub- 
scription rates appear above. Editorial communications should be sent to the Editor, 
Review of Eeonomic Studies, NuMeld College, Oxford, Articles from the U.S.A. and 
Canada should be sent to P. A, Samuelson, Massachusetta Institute of Technology, 
Cambridge, Mase. All other communications to the Seeretary, Review of Beonomic 
Studies, 4 Trumpington Street, Cambridge, England, 


Cheques should be made payable to the Review of Feonomie Studica. 


OXFORD ECONOMIC PAPERS 


Editorial Board: N. H. Leyland (General Editor), J. R. Hicks, C. M. 
Kennedy, Sir Donald MacDougall, G. B. Richardson, P. P. Streeten 
(Secretary). 


Volume 12 October 1960 Number 3 


CONTENTS 


An Endogenous Model of Cyclical Growth. By x. x. KURTHARA 
The Rate of Interest in Growth Models, By rn. c. 0, MATTHEWS 
Inflation and the Bond Rate, By CHARLES KENNEDY 

Liquidity and the Monetary Mechanism. By M. GAsKiNn 


The Economics of Nuclear and Conventional Coal-Fired Stations in the United 
Kingdom. By p. crorce 


The Tin Experiment in Commodity Market Stabilization. By w. RoBERTSON 


Oxford Economie Papers is published three times a year in February, 
June and October. The pre-paid subscription price is 35s, Od. ($5.25) 
post free, and the — of a single copy 16s. Od. net. Orders may be 
placed with any bookseller or sent direct to the Publisher. One specimen 
copy will be sent free on request. 


OXFORD UNIVERSITY PRESS 
AMEN HOUSE, WARWICK SQUARE, LONDON, E.C.4. 
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Just published— 


Uality 
texts 
in economics 
from Prentice-Hall 


Economic Fluctuations 


and Forecasting 


by EDWARD J. CHAMBERS, University 
of Washington 


Economic forecasting is blended with the 
more traditional material on business fluc- 
tuations. The text begins with a description 
and analysis of: the interrelationships be- 
tween cycles and economic growth-change, 
shifts in economic structure, and the institu- 
tional environment during the past four dec- 
ades, The student is given prior exposure to 
cycle theories before he approaches forecast- 
ing material. 

1961 576 pp. Text price: $7.50 


The Economic Growth of 
the United States 
(1790-1860) 


by DOUGLASS C, NORTH, University of 
Washington 


Provides an analytical study of how Amer- 
ican foreign trade and shipping influenced the 
growth of her economy during the seventy 
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